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ExcEss PROFITS TAXATION IN 1941 - The problems of business
taxation are twofold: from the governmental standpoint, the problem is
to obtain sufficient revenues at a minimum of cost and with the least
resistance; from the business standpoint, the problem is to obtain lighter
taxation where possible at a minimum of cost and with the greatest
simplicity and uniformity. The excess profits tax has been devised by
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the economists of the several nations 1 with the object of bolstering
national taxing systems in extraordinary periods which demand abnormal revenues. With the advent of the excess profits tax, the desire
for simplicity and low cost in taxation was smothered under the relatively complex provisions and administrative difficulties which accompany such a tax.
Periods of war appear to comprise the extraordinary times which
exorbitantly drain the public coffers. In but one instance was an excess
profits tax imposed in this country for other than wartime revenues,2
and that one instance involves the tax enacted in r933 8 and coupled
with the capital stock tax.
Since the excess profits fax is so closely linked with war and its
attendant rise in prices and profits, one might readily conclude that the
terms "excess profits" and "war profits" are interchangeable. But this
is not the case. On the contrary, both writers and legislators have
recognized a distinction between the two terms.4 The excess profits tax
attempts to reach those profits which exceed a normal rate of return
upon the capital invested in the business; the war profits tax attempts
to reach those profits which exceed the average profits measured by a
prewar period and hence are substantially attributable to the wartime
conditions. 5 In reality, the distinction is but theoretical, for in any practical sense the result of either term is a tax upon profits in excess of a
certain base. How that base is reached is determined by the legislators;
so far, such determination has been made with reference to invested
capital or to a prewar average income.6
For example, the War Revenue Act of r9r7 included an excess
profits tax founded upon the "excess profits" principle. 7 The Secretary
of the Treasury published statistics to show that the tax imposed much
1

See S. REP. 2II4, 76th Cong., 3d sess. (1940), pt. 2, pp. IO-II, for a brief
recital of the countries adopting such a tax during the World War and of the present
acts of several countries.
2
Other countries have been using the tax as a normal means of raising revenueviz., Hungary, Japan, Ireland, Colombia and Mexico. Id., p. IO.
8
53 Stat. L. III (1939), 26 U.S. C. (Supp. 1939), §§ 600-6044 Writers: e.g., "Report of the Committee on War Finance of the American
Economic Association," 9 AM. EcoN. REv. (No. 1, Supp. 2) I at 16 (1919). Legislators: e.g., S. REP. 2II4, 76th Cong., 3d sess. (1940), pt. 2, p. 9.
5
One writer said that the distinction is a misconception since both principles
result in excess profits taxes. Haig, "The Taxation of Excess Profits in Great Britain,"
IO AM. EcoN. REV. (No. 4, Supp.) I at II (1920).
6
It will be seen in part I, infra, that a flat sum of money is the basic deduction
in the present British excess profits tax and is the alternative to the prewar income
standard.
1 40 Stat. L. 303-308, §§ 200-214 (1917). As a matter of fact, the tax showed
the influence of the "war profits" theory. See note 157, infra.
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heavier rates upon small than upon large concerns,8 for large concerns
seldom realize such high percentages of profits as successful, more efficient concerns of a moderate or small size. Because of these findings
the Treasury recommended the alternative system by which one tax
was computed upon the "excess profits" principle, the other upon the
"war profits" principle, the higher tax to be payable. It was thought
that with such a system greater equality for the different lines of industry would be secured. This plan was incorporated in the Revenue
Act of r9r8.11
The same scheme, with one modification, has been made a part of
the Excess Profits Tax Act of r940.10 The modification is that the taxpayer may choose whichever principle he wishes, so that for all practical
purposes (human nature being what it is) the lower tax will be paid. In
this respect-that is, in respect to the taxpayer's election-the present
tax is similar to some of the British and Canadian excess profits taxes.11
The taxes of the three countries are indeed very closely related, and
each has borrowed some features from the others.
The chief aim of this article is to discuss the excess profits tax in
force today in the United States. Before talcing up this tax, however,
it will be useful to give some attention to similar taxes levied in Great
Britain.
One thing should be noted at the outset: the excess profits tax of
today is based to a great extent upon the income tax. Many of its definitions are borrowed from the latter,12 and many of its provisions implicitly refer to the latter.18 For this reason the following discussion of
8

"Report of the Committee on War Finance of the American Economic Association," 9 AM. EcoN. REV. (No. 1, Supp. 2) 1 at 16 (1919). See also Buehler,
"Critique of Present Methods of Business Taxation in the United States," in TAX
Poucy LEAGUE, How SHALL BusrnEss BE TAXED? 45 at 54 (1937).
9
40 Stat. L. 1088, § 301 (1919).
10
Pub. No. 801 (H. R. 10413), 76th Cong., 3d sess., published in 9 U. S. L.
WEEK (Stat., Oct. 8, 1940), as amended by the Excess Profits Tax Amendments of
1941, Pub. No. IO (H. R. 3531), 77th Cong., 1st sess., 9 U. S. L. WEEK (Stat.,
Mar. I 1, 1941). Hereinafter both the original act and the amending act will be
cited by their titles.
11
See the discussion of the British acts in part I, infra. The tax in force in
Canada today replaced the alternative system with one founded only upon the average
prewar income. Can. Stat. ( 1940), 4 Geo. 6, c. 3 2.
12 Excess Profits Tax Act of I 940, § 728: "The terms used in this subchapter
shall have the same meaning as when used in Chapter 1," referring to the income tax
section of the Internal Revenue Code. By § 729 (a), all provisions, including penalties,
applicable under chapter 1 are made applicable to the excess profits tax in so far as they
are not inconsistent with the subchapter declaring the excess profits tax.
18 E.g., in part II, infra, in the discussion of the income adjustments to be made
in computing the tax, it may be seen how the adjustments are prescribed in the statute
with implied reference to their use for income tax purposes under chapter I of the
Internal Revenue Code.
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the excess profits tax presupposes some acquaintance with the income
tax.

I.

COMPARATIVE EXCESS PROFITS TAXATION

A. In Great Britain
England was one of the first to adopt a war excess profits tax. This
early English tax to some extent suggested and served as a pattern for
the various excess profits tax statutes later to be adopted by Congress.
The basic war excess profits law of the United Kingdom was
enacted in 1915,14 and was retroactive in its application, reaching profits
accruing after August 4, 1914, the date of England's declaration of war
on Germany. This act cannot be termed simply a stepping up of the
rate of income tax. Rather, it was truly a tax on war profits. The duty
imposed was fifty per cent of the profits of any business in excess of
15
£200 more than the prewar standard of profits of such business. The
16
rate was increased to sixty per cent in 1916, and to eighty per cent in
1917,17 but lowered to forty per cent in 1919,18 and terminated in
1921.111

The tax was to be paid by any "trades or businesses" carried on in
the United Kingdom, or owned or carried on in any other place by
persons ordinarily resident in the United Kingdom,2° but excepted from
the duty were profits arising from husbandry, offices or employments,
and any profession the profits of which were dependent mainly on
the skill of the practitioner and were carried on with little or no invested capital:21 Computation of the tax was relatively simple, as compared to the difficulty experienced in determining the measure of
"invested capital" under the American act later to be enacted.22 The
14

5-6 Geo. 5, c. 89, §§ 38-45 (1915).
For accounting periods after December 31, 1916, this base allowance over the
prewar standard was made more liberal. ( 1) As to taxpayers whose prewar standard
of profits was less than £2,000, and whose profits in a given accounting period were
less than £4,000, there was added to the £200 base allowance an amount equal to
one-fifth of the difference between £4,000 and the profits of that period. (2) As to
taxpayers whose prewar standard was more than £2,000, there was the same provision
for an additional base allowance, except that such addition above £200 had to be
reduced by the amount by which the prewar standard exceeded £2,000. 7-8 Geo. 5,
c. 31, § 26 (4) (1917).
16
6-7 Geo. 5, c. 24, § 45 (2) (1916).
17
7-8 Geo. 5, c. 31, § 20 (2) (1917).
18
9-10 Geo. 5, c. 32, § 32 (2) (1919).
19
II-12 Geo. 5, c. 32, § 35 (1921).
20
5-6 Geo. 5, c. 89, § 39 (1915).
21
Id. By 6-7 Geo. 5, c. 24, § 56 (1916), businesses being conducted by trustees,
liquidators, etc., acting under court order, were exempted from payment of the excess
profits tax.
22
War Excess Profits Tax of 1917, 40 Stat. L. 302-308, §§ 200--214 (1917).
15
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formula of the British act may be set forth simply as follows: tax
liability equals rate of tax times the amount derived by subtracting the
base allowance from the excess of profits in the present accounting
period over the average of prewar profits. As his prewar profits basis,
the taxpayer might have used either (a) "The profits arising from the
trade or business on the average of any two of the three last prewar
trade years, to be selected by the taxpaper," or (b) a fixed percentage
standard prescribed in the act, being six per cent of the capital as existing at the end of the last prewar trade year ( with adjustments) for
any corporate body,23 and seven per cent 24 for all other trades or businesses.25 In deference to increases or decreases in capitalization, precise
statutory rules for adjusting profits during wartime also were provided.26
A significant feature of the British act was the power given the
Commissioners of Inland Revenue to modify schedules in order to
offset such factors as changes in the constitution of a partnership, postponement or suspension of repairs and renewals due to the exigencies
of the war, exceptional depreciation or obsolescence due to war conditions, or other special circumstances. 21 Another striking provision allowed the taxpayer to distribute his tax burden over the several accounting periods, if his profits for a given accounting period were less
than the figure at which the excess profits duty began, or if he suffered
a loss for that period. In such circumstances he was entitled to a rebate
with respect to the tax paid for any previous accounting period, or to a
setoff against any tax payable in some succeeding accounting period, in
such amount as would have made the total duty paid by him during
the whole period "accord with his profits or losses during that period." 28
This process of equalization was unknown to the American excess
profits tax system until a somewhat analogous provision was introduced
in the present act. 29
23
5-6 Geo. 5, c. 89, § 40 (1915). However, in the case of a corporate body
which computed its excess profits tax on the percentage basis, and whose directors and
managers owned a controlling interest in the business, the Commissioners of Inland
Revenue were given the discretion to treat the body as a firm and not a company, and
to treat the directors as if they were partners, "for the purpose of the provisions relating to the statutory percentage and for the purpose of the determination and computation of profits...." 6-7 Geo. 5, c. 24, § 49 (1) (1916).
2 ~ By 7-8 Geo. 5, c. 3 I, § 26 ( 2) ( I 917), this provision was amended to the
effect that the statutory percentage for noncorporate trades and businesses should be
8% for accounting periods ending after December 31, 1916.
25
5-6 Geo. 5, c. 89, § 40 (2) (1915).
20 Id., § 41.
27
Id., § 40 (3).
28
Id., § 38 (3).
29
See discussion infra, pp. 1402-1403.
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The postwar collapse in prices which came before the tax was
repealed in r92r, along with: the process of equalization incorporated
in the British act, changed the character of the tax from one of pure
taxation to one of a repayable advance. As the late Sir Josiah Stamp, the
eminent British tax expert, once wrote: so
"it gave [ the taxpa~r] the right, with his losses and deficiencies,
to a repayment out of the tax already received by the Exchequer,
so that a large part of the sum received by the Government and
spent during the war had to be repaid after the war. In this way
the scheme had the final effect of a long-term loan to the Government, without interest, on very complicated lines. . .. this forced
loan had a distinct advantage to industry, inasmuch as concerns
. were compelled, on the fictitious or apparent prosperity of a rise
in price, to hand over the proceeds, and many of them in I 920
were saved from the bankruptcy that might have followed the
fall in prices."
In r939, a statute similar in provisions to the present British excess
profits act was adopted, levying a sixty per cent tax on profits in excess
of the standard profits arising from any armament business.81 Before
taxes were collected under it, however, it was repealed and replaced
by the broader excess profits tax of today/ 2
Somewhat like its predecessor of r9r5, the present British excess
profits tax 88 applies to all trades or businesses carried on either in the
United Kingdom or by persons ordinarily resident in the United Kingdom. Professions as defined in the act are excepted,84 and holding
companies are explicitly termed businesses within the act.85 Originally
THE FINANCIAL AFTERMATH OF WAR 33 (1932).
2-3 Geo. 6, c. 41, §§ 20-38 (1939).
82
Excess profits taxes of the World War period passed through three stages: such
a tax was imposed first upon profits of munition industries, then upon profits of other
industries enjoying abnormal profits because of war conditions, and finally upon profits
in excess of an assumed percentage. BUEHLER, PUBLIC FINANCE, 2d ed., 541 (1940).
A tax on munition industries in Great Britain, preceding the excess profits tax of
1915, was imposed by 5'-6 Geo. 5, c. 54 (1915), was merged with the excess profits
tax by 6-7 Geo. 5, c. 24, § 48 (1916), the higher tax being payable, and finally was
abolished in favor of the excess profits duty by 7-8 Geo. 5, c. 31, § 24 (1917).
83
2-3 Geo. 6, c. 109, §§ 12-22 (1939), as amended by 3-4 Geo. 6, c. 29, §§
26-42 (1940). In 1937, Parliament levied a tax called the national defence contribution upon the profits of any business (with exceptions listed of the character of
businesses carried on under local or public authority and regulation--e.g., · carriers,
municipal waterworks, etc.) arising in each chargeable accounting period falling within
the five years beginning April 1, 1937, so long as the profits in such period (on the
basis of 12 months) exceed £2,000. The rate of the tax is 5% for corporations and 4%
for any other business. 1 Edw. 8-1 Geo. 6, c. 54, §§ 19-25 (1937).
84
2-3 Geo. 6, c. 109, § 12 (3) (1939).
ss1d., § 12 (4).
so STAMP,

81
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the duty imposed by this act was sixty per cent of the profits in excess
of the standard profits; 36 the r940 amendment has raised the tax rate
to one hundred per cent of such profits. 87 It is worthy of note that this
amendment marks the first total taxation of excess profits in either
Great Britain or the United States. Prior acts imposed taxes as high
as eighty per cent in both countries, but the governments hesitated
to levy a greater tax, either on the theory that the twenty per cent leeway would account for the margin of error in the computation of the
tax and thus prevent too great an injustice,88 or upon the realization
that not all the profits in excess of the prewar standard can be attributed
fairly to the stimulus of war,39 or because of the fear that business
might collapse and enterprise might be discouraged, especially in view
of the fact that added to the excess profits tax were the usual income
tax and surtax.40
The standard profits (referred to in the preceding paragraph) are,
if the taxpayer so elects, the minimum amount of £r,ooo,n or, in the
absence of such election, the amount of profits realized in certain
enumerated prewar twelve-month periods, any one of which shall apply
at the taxpayer's option.42 The latter alternative is qualified by a proviso which accounts for an increase or a decrease in the average capital
employed in the business during the taxable period, as compared with
that employed during the prewar period. In case of an increase the
standard profits are augmented by eight per cent 43 of the increase in
86

87
88

Id., § 12 (1).
3-4 Geo. 6, c. 29, § 26 (1) (1940).

So it was suggested by the Solicitor of Internal Revenue during the last war.
Ballantine, ''War Policies in Taxation," 9 TAXES 250 at 252 (1931). He also
added: "Leaving some relatively small margin of profit also serves the purpose of
furnishing a guaranty to the Government that the taxpayer will see to the administration of the business with efficiency and economy. This protects both the revenue and
the output."
89
Of course, this reason is founded upon the premise that the tax is levied only
against profits which result from the war, as distinguished from those which exceed a
fair return for such a business.
40 See Haig, "The Taxation of Excess Profits in Great Britain," 10 AM. EcoN.
REV. (No. 4, Supp.) I at 19, 152 (1920). The present 100% tax on the excess
profits indicates that the merit in such an argument is doubtful.
41
In the case of a business carried on by an individual, or a partnership, or a
corporation the directors whereof have a controlling interest therein, the minimum
amount is such greater sum, not exceeding £6,000, as is arrived at by allowing £1,500
for each working proprietor in the business. 3-4 Geo. 6, c. 29, § 3 I ( l) ( I 940). See
also the proviso added in the section cited.
42
2-3 Geo. 6, c. 109, § 13 (1939), as amended in 3-4 Geo. 6, c. 29, § 31
(1940). If the business was commenced after July 1, 1936, the alternative to the
minimum amount credit is a credit based on invested capital, inasmuch as there
obviously was no prewar profits experience.
43
For noncorporate businesses, 10%. 2-3 Geo. 6, c. 109, § 13 (9) (b) (1939),
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the average capital employed in the business; a decrease in such capital
warrants a relative reduction of six per cent in any case.4" Where the
taxpayer has realized unreasonably low profits in the years from which
he can choose his base period, provision is made for ascertainment of
the standard profits by the Board of Referees at a greater amount. 45
Like the statute of r9r5, this act prescribes the equalization process by
which the taxpayer may distribute his tax burden over several chargeable accounting periods when a deficiency is suffered in any one period:16
For the sake of later comparisons with the American acts to be discussed, a few observations should presently be noted on the English
excess profits statutes. ( r) Most outstanding is the provision allowing
equalization of the tax over the whole effective period of its application. Inasmuch as the tax was meant to draw back to the Exchequer a
large part of the profits in war years exceeding the normal prewar
earnings, it seems fair that the taxpayer should be able to compute his
excess profits tax on the basis of the aggregate of profits and losses for
the entire period of economic abnormality. 47 (2) Realizing that it was
unreasonable to assume that every increase of earnings in war years
was directly the result of the stimulus of war, Parliament in r9r5 did
not tax all profits in excess of the prewar standard of profits, but provided that the duty should be levied only on profits in excess of £200
more than the prewar figure. The present act, on the other hand, taxes
all the profits in excess of the standard prewar figure. Apparently the
total tax of today suggests .a change from the theory of taxing profits
attributable to the war to the theory of taxing profits in excess of a
reasonable amount, this amount being computed according to the prewar
standard for each business. 48 (3) Exceptional cases provoking particular hardship enjoy special treatment in the interests of justice. (4) Parliament's attention to detail, in the matter of defining terms and
methods of computation, renders the tax relatively easy to apply.
In considering the commendatory character of the equalization
feature of the acts, one should not, however, lose sight of the fact that
such provision was inserted primarily for the benefit of the government, not the taxpayer. The practical necessity for equalization is that,
44

Id.,§ 13 (3) and (9).
3-4 Geo. 6, c. 29, § 27 (1940).
46
2-3 Geo. 6, c. 109, § 15 (1939), as amended in 3-4 Geo. 6, c. 29, § 37
(1940).
47
See II-12 Geo. 5, c. 32, § 36 (1921), which required adjustment of the
excess profits duty over the aggregate period of charge upon termination of the tax.
48
Consistently w.ith this theory, the minimum-amount and the invested capital
standards for the computation of profits apply for businesses which were established
after the base period.
45
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if it is not allowed, the consequence of taxing a business heavily in a
very profitable year and not allowing it a correlative seto:ff of deficiencies in a year of poor returns would be to drive it to a position
where it would be unable to continue in trade, with consequent loss of
a potential source of revenue to the government.
B. In the United States
In the United States, the first of a series of war tax measures was
the act adopted in 1916, imposing a tax of twelve and one-half per
cent upon net profits resulting from the sale of munitions, or any parts
intended for such use, manufactured in the United States.49 The
American businessman's contact with the first general excess profits tax
known in this country 50 was not unpleasant, for the reason that the
law never became e:ffective to the point of collection. Instead, this act
was repealed ab initio by the War Revenue Act of 1917,51 which was
retroactive to January 1, I 917, in its application. The initial measure of
1917 imposed a tax on the profits of corporations and partnerships. The
base standard of profits, above which the excess profits levy applied,
was fixed with regard to the sum of two factors: (a) a specific exemption o"f $5,000 and (b) eight per cent of the "actual capital invested." 52
Profits were to be computed on the income tax basis,53 and all profits
above the base standard were to be taxed at the rate of eight per cent.
49
39 Stat. L. 780-782, §§ 300-312 (1916). As amended in 40 Stat. L. 308, §
214 (1917), such tax ceased to be of effect on and after January 1, 1918, and the
tax rate was lowered to 10% for the taxable year 1917. The Vinson Act, 48 Stat. L.
505, § 3 (b) (1934), as amended in 49 Stat. L. 1926, c. 812 (1936), and in 53
Stat. L. 560, § 14 (1939), 34 U. S. C. (Supp. 1939), § 496, is a similar measure of
more recent date applicable to contractors and subcontractors building naval vessels and
aircraft or parts thereof for domestic use. According to this statute, any profits in
excess of 10% (as to naval vessels) or 12% (as to aircraft) of a contract price which
amounted to more than $10,000 had to be paid to the government. A later act, Pub.
No. 671 (H. R. 9822), 76th Cong., 3d sess., 8 U. S. L. WEEK (Stat., June 25,
1940), reduced the rate to 8o/o on any contract exceeding $25,000. By § 401 of the
Second Revenue Act of 1940 (hereinafter cited by this title), Pub. No. 801 (H. R.
10413), 76th Cong., 3d sess., 9 U.S. L. WEEK (Stat., Oct. 8, 1940), the Vinson Act
is suspended as to contractors and subcontractors to whom the excess profits tax is
applicable.
50
39 Stat. L. 1000-1002, §§ 200-207 (1917).
51
40 Stat. L. 308, § 214 (1917).
52
Congress' initial effort along the line of an excess profits tax was chiefly notable for its woefully inadequate definition of "actual capital invested," which was declared to mean "(1) actual cash paid in, (2) the actual cash value, at the time of payment, of assets other than cash: paid in, and (3) paid in or earned surplus and undivided profits used or employed in the business; but does not include money or other
property borrowed by the corporation or partnership." 39 Stat. L. 1001, § 202 (1917).
53
As prescribed in the income tax act of 1916, 39 Stat. L. 756-777, §§ 1-25
(1916).
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Because this act was passed before the entrance of the United
States into the World War, it was later deemed to be inadequate in
the number of taxpayers affected and in the rate of taxation. Congress
accordingly enacted an excess profits tax, embodied in the War Revenue
Act of 1917,54, which was patterned after the English act of 1915.
Whereas the English act was quite easy to apply and was unusually
fair, as taxing measures go, it must be noted that the American tax of
r917 lacked several of the salient features of its supposed counterpart.55
This excess profits tax fell on all businesses, whether corporations,
partnerships or individuals, and the act explicitly included professions
and occupations within the definition of "trade or business." 56 The
rate of tax was graduated in five brackets, ranging from twenty per
cent of the net income in excess of the basic deduction, and not in
excess of fifteen per cent of the invested capital for the taxable year, to
sixty per cent of the net income in excess of thirty-three per cent of the
invested capital. 57
As a general rule, the deduction was figured on the basis of an
amount equal to the same percentage of the invested capital for the
taxable year which the average amount of the annual net income of the
trade during the prewar period ( 1911-1913) was of the invested capital for the prewar period (but not less than seven or more than nine
per cent of the invested capital for the taxable year). In other words,
from seven to nine per cent of the invested capital for the taxable year,
according to prewar earnings, was allowed. This prime deduction was
allowed all taxpayers assessable under the act, with an additional fl.at
deduction of $3,000 for domestic corporations and $6,000 for domestic
partnerships and individuals. 58 Provision also was made for cases where
the prewar period of a given business produced either no net income
or so little that the ratio of prewar net income to prewar invested capital
was low as compared with the representative ratio in similar businesses. 59 For those businesses not in existence during the prewar period
(r9rr-1913), the basic allowance was a straight eight per cent of the
54,

40 Stat. L. 302-308, §§ 200-214 (1917).

55 Indicative of the usual commentary on the 1917 act is the following: "The

excess-profits tax of 1917 was probably as deservedly unpopular as any tax measure
could well be. • •• It was unfair in its scope, uneven in its application and so poorly
drafted that only by the boldest administrative action could it be made to function
at all." Haig, "The Revenue Act of 1918," 34 PoL. Sci. Q. 369 at 382 (1919).
56 40 Stat. L. 303, § 200 (1917).
57 Id., § 201.
!is Id., § 203. The specific exemptions did not apply to foreign corporations or
partnerships or nonresident alien individuals.
59 Id., § 205 (a). See note 72, infra.
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invested capital for the taxable year, plus $3,000 for domestic corporations and $6,000 for domestic partnerships and individuals.60
It is plain that the simplicity or complexity of the application of
the excess profits tax under the l 9 l 7 act was dependent on the facility
with which the factor of "invested capital" might have been determined. 61 Because the basic deduction was set with reference to
invested capital, it was to the taxpayer's interest to have his capital
evaluated as high as possible. However, the language of the act left
him little room for writing up his capital factor. In most instances the
valuation of property for the purposes of determining "invested capital" was required to be on the basis of the actual cash value at the
time of acquisition, but if acquired prior to January 1, 1914, then the
actual cash value as of that date. 62 The limitation was that the property
could not be declared at more than the actual cash value thereof at the
time of acquisition, regardless of whether an excessive consideration
or premium had been paid therefor. It would seem that this definition
of "invested capital" was unfair. 68
60
Id., § 204- Those businesses having no invested capital or not more than a
nominal capital were taxed at the rate of 8 % of the net income in excess of the appropriate deduction of $3,000 or $6,000. Id., § 209. Again, foreign businesses did not
enjoy the specific exemptions of $3,000 or $6,000.
61
"There is no question that the experience of the Government and taxpayers
with the determination of invested capital was unsatisfactory and that this basis should
not be used again except as a last resort." Ballantine, ''War Policies in Taxation," 9
TAX MAG. 250 at 253 (1931).
62
40 Stat. L. 306, § 207 (1917). With respect to corporations or partnerships
the actual cash value was in no case to exceed the par value of the original stock specifically issued for such property. This produced no little inequality. To illustrate:
Corporation A, prior to January 1, 1914, issued stock at $1,000,000 for real estate
worth at that time $500,000; if such realty later appreciated to $1,000,000 by January 1, 1914, Corporation A was credited with $1,000,000 for invested capital. At the
same time, Corporation B, which purchased realty worth $500,000 by issuing stock
at $500,000, was credited with only $500,00, even though the realty appreciated to
$1,000,000 by January 1, 1914. By 40 Stat. L. 1092, § 326 (1919), the act of 1918
attempted to remove the inequality by striking out the provision that property purchased prior to January 1, 1914, shall be valued as of that date. The par value of
stock issued in payment, however, remained the top limit of value; consequently, the
conservative concern which issued stock in payment for property taken over from its
members at less than the true market value failed to secure credit for part of the capital
actually invested by the stockholders. This hardship, however, was to be relieved by a
provision that, if the Commissioner of Internal Revenue was satisfied that the cash
value of the property "clearly and substantially'' exceeded the par value of the stock,
such excess was to be treated as paid-in surplus ( which was designated as an item of
invested capital).
68
In the leading case of La Belle Iron Works v. United States, 256 U. S. 377,
41 S. Ct. 528 (1921), the court upheld the constitutionality of the original cost
method of valuation.
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The Revenue Act of 1918 64 singled out corporations to bear the
brunt of the excess profits tax. In lieu of the tax imposed by the act
of 1917, the net income of corporate bodies for the year 1918 was
charged with a tax equal to the sum of thirty per cent of the net income
in excess of the "excess-profits credit" and not in excess of twenty per
cent of the invested capital, and sixty-five per cent of the net income
in excess of twenty per cent of the invested capital. 65 The excess profits
credit amounted to $3,000 plus eight per cent of the invested capital
for the taxable year. 66 A tax of eighty per cent of the net income in
excess of the "war-profits credit" also was imposed, and whichever
was the greater determined the amount of tax due. 67 Under this war
profits tax the basic credit amounted to $3,000 added to a sum equal
to the average net income of the prewar period, plus or minus, as the
case might be, ten per cent of the difference between the average invested capital for the prewar period and the invested capital for the
taxable year, but in no case was it to be less than the sum of $3,000
and ten per cent of the invested capital for the taxable year. 08 After
the taxable year 1918, the applicable tax was twenty per cent of the
net income in excess of the "excess-profits credit" and not in excess of
twenty per cent of the invested capital, plus forty per cent of the net
income in excess of twenty per cent of the invested capital. 69 Provisions of the act of 191 8 respecting invested capital demonstrated
a great deal more thought and labor on the part of the draftsmen
than did those in the previous acts. Some of the important admin-.
istrative rulings which the Treasury evolved in its effort to make
the 1917 law reasonable and equitable 10 were incorporated in the
new law. Yet it cannot be said that the resulting formula for invested capital was completely satisfactory.
At this point it would be well to make a few comments concerning
40 Stat. L. 1057 (1919).
Id., § 301 (a).
66
Id., § 3 1 2. Foreign corporations were not entitled to the specific exemption of
$3,000.
61
Id., § 301 (a).
68
Id., § 311. Subsections (b), (c) and (d) of§ 311 made provisions for those
corporations that would not satisfy the prerequisites of the formula embodied in subsection (a).
69
Id., § 301 (b). The Revenue Act of 1921, 42 Stat. L. 227 at 271 (1921),
replaced this tax with one of practically the same provisions, and the new tax was
applicable only to the calendar year 1921.
7
°For a detailed report of the more significant problems with which the Treasury
had to contend in respect to "invested capital," as defined in the act of 1917, and other
provisions of the act, see "Report of the Committee on War Finance of the American
Economic Association," 9 AM. EcoN. REv. (No. 1, Supp. 2) l at 17-25 (1919).
It is shown that at times the Treasury was compelled to disregard the language of the
statute to make the tax function reasonably.
M
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the American excess profits acts with reference, in some respects, to the
comparable British acts. ( 1) One striking modification of the 1917 act
by the succeeding act was the imposition of the tax upon corporations
only, instead of, as was done in the 1917 act, upon all businesses
whether corporate or noncorporate. The reason for the discrimination
is not too apparent, but there was admittedly an increased difficulty of
administration with the broader tax. 71 ( 2) In contrast to the British
taxes, the American taxes were founded upon a year-to-year basis,12
so that one year of heavy returns was of no consequence with respect
to a subsequent year of poor returns or even net loss. Book profits in
war periods are not the same as realized profits, and in many cases the
tax was levied upon profits which later turned into losses. In this
respect, the process of equalization prescribed in the British statutes
was more equitable to the taxpayer. (3) The cardinal defect of a tax
based on the excess profits principle, as distinguished from one based
on the war profits principle, is that the deduction computed with reference to invested capital and a fair return thereon works an inequality
of treatment between well-established industries and those still in the
experimental stage, between industries involving comparatively little
risk and those attended with unusual hazards, between industries with
relatively stable earnings and those in which earnings fluctuate greatly
from year to year. 78 On the other hand, the war profits principle of
Great Britain favors businesses, even entire lines of industry, which
were fortunate enough to be especially prosperous during the prewar
standard period. ( 4) The complexity of the American statutes subj ected businessmen to undue cost for the computation of the tax. 14
n In discussing the present excess profits tax, the Assistant Secretary of the
Treasury explained the exclusion of partnerships and individuals from the operation
of the statute in this way: "This conclusion was reached because individuals are
already subject to graduated surtaxes which reach 7 5 per cent in the top bracket. Individuals and partnerships also differ from corporations in that they cannot accumulate
any surpluses tax-free, but are taxed on their profits whether distributed or not." Jo1NT
HEARINGS ON ExcEss PROFITS TAXATION, 76th Cong., 3d sess., (1940), p. 69 (House
Committee on Ways and Means and Senate Committee on Finance). See text infra, p.
1359.
72 "The artificiality of the taxable year as a unit of time for tax purposes is
generally conceded. The year is taken as a matter of necessity because the very nature
of income demands that it be measured by reference to time. The taxable year works
fairly well as a time unit in the majority of cases. The injustices, inequalities and
absurdities resulting in extraordinary cases, however, are generally conceded. It is well
known that one of the purposes of provision for assessment by reference to representative corporations is to provide for cases in which a hardship of this kind occurs."
HOLMES, FEDERAL TAXEs, 4th ed., 1334-1335 (1923).
18 "Report of the Committee on War Finance of the American Economic Association," 9 AM. EcoN. REv. (No. 1, Supp. 2) 1 at 23-24 (1919).
7' Id. at 27.
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(5) The haste with which the acts, especially that of r9r7, were
drafted resulted in a tax which was fundamentally unfair. This haste
heaped unnecessary burden upon the Treasury, which at times issued
rules and regulations the effect of which practically were to contradict
the language of the statute in order to afford the taxpayer some degree
of fair treatment. r5
II. THE EXCESS PROFITS TAX OF I 940
When the need of greatly increased revenues to finance the present
defense measures became obvious, Congress turned again to excess
profits taxation. In a great rush the bill was passed through both houses,
in order that businessmen could learn sooner how much taxation they
would have to count on, and was approved by the President on October
8, r940. In March of r94r, the act was amended, as Congress had
promised when it was first enacted, to insert relief provisions and other
equitable measures that could not be inserted before because of the haste
with which the act had become law.
In general, the act levies a graduated tax on the excess profits net
income of a corporation in excess of the excess profits credit. The credit
consists of either eight per cent of the invested capital of the corporation or the average of earnings for the years between 1936 and r940,
plus a specific credit of $5,000 in both instances. "Excess profits net
income" is a technical term referring to the income tax income ( sometimes called the normal-tax net income) after certain adjustments provided in the act have been made. Superimposed on this general structure are various relief provisions designed to alleviate hardships arising
because of differences in size of corporations, or because the history or
nature of the business is such that the tax would otherwise be levied
on its normal profits, or because of abnormalities a:ffecting the income
of the corporation. The complications of the statute arise from the attempt of Congress by means of relief provisions to foresee and meet
every con~eivable situation that might otherwise result in injustice.
In computing its liability under this act, the taxpayer first decides
whether it comes within the scope of the statute, then it investigates
both of the credits, the average earnings credit and the invested capital
credit. When it has determined which credit results in the lower tax
to it, the taxpayer makes the adjustments to its income necessary under
that credit, and then computes the tax. This is the order in which the
provisions of the act will be treated here regardless of their actual
place in the statute. Furthermore, the relief provisions will not be
considered separately but will be looked at in connection with the sections to which they pertain.
75

See note 70, supra.
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Liability for the Tax

When the President suggested to Congress the adoption of an
excess profits tax, he urged that it apply to all corporations and individuals without discrimination. This would have resulted in an act as
broad as that of r9r7, and broader than the British act, which exempts
such businesses as the professions and husbandry. 76 Congress, however,
followed the act of r9r8 and made the act applicable only to corporations, giving as its reasons the fact that partnerships and individuals
are already subject to surtaxes on undistributed income, and that all
of the credit of the individuals is behind the partnership or proprietorship so that the actual invested capital would be difficult to compute. 77
So far as legislative policy is concerned, there seems little reason why
individuals and partnerships making excess profits should not be taxed
on them as well as corporations, but in view of the administrative difficulties involved the discrimination against the corporation is probably
justifiable.
In general, the act applies to all corporations, and the decisions
on what is or is not a corporation for purposes of the income tax will
be controlling for this question. 78 Besides those organizations not included within the definition of a corporation, several others are relieved
76
The first effective act of 1917 applied to all corporations, individuals, and partnerships; but the act of 1918 applied only to corporations, thereby approaching more
closely the first act of 1917, which was really never in effect, and which was applicable
to corporations and partnerships. This continual change in policy in the first American
acts was one reason why they were criticized. Haig, "The Taxation of Excess Profits in
Great Britain," IO AM. EcoN. REV. (No. 4, Supp.) l at 23, 24 (1920).
Both the present British acts and the past British acts apply to everyone with
certain exceptions, such as professions, husbandry, etc. Supra, pp. 1348, 1350. The
present Canadian act applies to corporations, individuals and partnerships. Can. Stat.
(1940), 4 Geo. 6, c. 32, §§ 2(e), 3.
71 H. REP. 2894, 76th Cong., 3d sess. (1940), p. 2. This second argument is
not so convincing in face of the fact that the income credit can also be used so that the
invested capital would never have to be estimated. This may also be the reason why
Great Britain, which offers only a choice of the profits credit or a flat exemption, and
uses the invested capital method only in unusual situations, finds it practical to tax
partnerships and individuals.
78
Excess Profits Tax Act of 1940, §§ 710-728; Treas. Reg. 109, § 30.710
[published in 6 FED. REG. 856 (1941); 76 TREAS. DEc., No. 33, p. 19 (1941);
1941-6 INT. REv. BuLL. 2]. Associations, joint stock companies, and insurance companies come within the definition of a corporation for the income tax. 53 Stat. L.
469 (1939), 26 U. S. C. (Supp. 1939), § 3797 (a) (3). Strict trusts in which the
beneficiaries have no control over the trustees, and the business consists only in collecting rents and income, are held not taxable. Hecht v. Malley, 265 U. S. 144, 44
S. Ct. 462 (1924). Morrissey v. Commissioner, 296 U.S. 344, 56 S. Ct. 289 (1935),
decided that centralized control, continuity, and limited liability were the factors
looked for in deciding whether an organization is a corporation for income tax
purposes.
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from payment of the tax. The most obvious ~e organizations which
have no excess profits. If a corporation, after adjusting its income in
accordance with section 71 r, finds that it has excess profits net income
of less than $S,ooo, the specific exemption allowed all corporations, it
need not even file an excess profits tax return. 79
Several other groups of corporations are specifically exempt. A corporation which has already established its right to exemption under
section IOI of the income tax law is exempt, but those that have not
yet established their rights will have to do so in accordance with the
provisions of that section before they will be exempt from the excess
profits tax. so Personal holding companies are exempt, as are mutual
investment companies. 81 Investment companies that have registered
under the Investment Company Act of I 940 as diversified companies
are also exempt, and so are foreign corporations which are not engaged
in trade or business within the United States and do not have offices
here. 82 All of these corporations, except the first group mentioned,
must state in their income tax returns the basis for the claimed exemp.tion. A domestic corporation which establishes in its income tax return
that ninety-five per cent of its income for the past three years came from
sources outside of the United States, and that more than half of it was
from an active business, does not have to pay the tax. The last of the
exempt corporations are those that can show an adjusted excess profits
79
Excess Profits Tax Act of 1940, § 729(b); Treas. Reg. 109, § 30.710-1. It
is estimated that this provision alone will exempt about 430,000 of the 500,000 corporations in existence. H. REP. 2894, 76th Cong., 3d sess. (1940), p. 3.
so Most of the corporations exempt under the excess profits act are listed in §
727, Excess Profits Tax Act of 1940. The first group are those exempt under the
income tax law. 53 Stat. L. 33 (1939), 26 U. S. C. (Supp. 1939), § 101. The steps
necessary to gain exemption under that law, and, because of Treas. Reg. 109, §
30.727-1, necessary also for exemotion under the excess profits tax, are found in
Treas. Reg. 103, § 19.101 t1940J.
81
Foreign corporations, so% of whose stock is owned by not more than five
citizens or residents of the United States, and 60% of whose income arises from
gains in sale of securities or commodities, performance of personal service contracts,
compensation for the use of its property by a shareholder, etc., are foreign personal
holding companies. 53 Stat. L. 93 (1939), 26 U.S. C. (Supp. 1939), §§ 331, 332;
Treas. Reg. 103, §§ 19.331, 19.332. If 70% of its income is from those sources, it
is a personal holding company. 53 Stat. L. 104 (1939), 26 U. S. C. (Supp. 1939),
§§ 501, 502; Treas. Reg. 103, §§ 19.501, 19.502. A mutual investment company,
in general, is one whose income is derived mainly from f!ividends, interest, resale, etc.,
of securities, and is distributed as taxable dividends to shareholders. 53 Stat. L. 98
(1939), 26 U. S. C. (Supp. 1939), § 361; Treas. Reg. 103, § 19.361.
82
A diversified company must have at least 7 5 % of its assets in diversified securities, and no more than s% of the 75% in more than 10% of the outstanding voting
securities of any one company. H. REP. 2639, 76th Cong., 3d sess. (1940), p. 12;
Pub. No. 768 (H. R. 10065), 76th Cong., 3d sess., § 5 (1940), 15 U. S. C. A.
(Supp. 1940), § 8oa-5.
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net income of zero after deducting compensation from the United States
for carrying mail.
Personal service corporations can elect whether they will be exempt or not. In case they signify in the income tax return their election
to be exempt, their income for the year which was undistributed will
be taxed to the stockholders in proportion to their holdings of stock
under Supplement S of the Revenue Act of 1940.83 However, this
election is open only to those corporations for whom capital is not a
material income producing factor, but whose income is due primarily
to the activities of stockholders regularly engaged in active conduct
of the business and owning seventy per cent of the stock. Many of the
terms in this section are sufficiently general as to be fertile sources of
litigation, and the Treasury has indicated guides for their interpretation.
Thus the larger the amount of capital used, including borrowed capital, the more will it be deemed "material"; nor can one corporation be
said to be in the "active conduct" of the affairs of another, and the fact
that a commission or fee is based on the difference in price between two
commodities will be considered as presumptive evidence that the income so earned is from merchandising and not to be attributed "primarily" to the activities of shareholders. 84
The last of the exempt corporations are those engaged in the mining of certain metals, tungsten, quicksilver, chromite, and other "strategic metals." 85 But their exemption is only to the extent that their
income results from the mining of those metals and their tax will be
reduced so as to bear the same ratio to the tax on all the income as the
nonexempt income bears to all the income.

B. The Excess Profits Credits
A feature of the act which has evoked criticism from tax economists
is that providing for dual set of credits, one based on the invested
capital of the taxpayer, and the other based on the previous earnings

a

83
Excess Profits Tax Act of 1940, § 725(b). For the purposes of the election,
the Treasury Department said that an amended return after the return date will not
be considered a return. Treas. Reg. 109, § 30.725-3. The provisions for taxing the
undistributed profit to the stockholders were newly enacted by the Second Revenue Act
of 1940, § 502, adding§§ 391-396. H. REP. 2894, 76th Cong., 3d sess. (1940), pp.
43-45.
Under the act of 1918, personal service corporations were completely exempt,
40 Stat. L. 1076, 1090, §§ 231, 304 (1919); but the undistributed income was to
be taxed to the stockholders, 40 Stat. L. 1070, § 218(e) (1919).
8
iTreas. Reg. 109, § 30.725-2(b), (c), (d), (e).
85
Excess Profits Tax Act of 1940, § 73 I. See Treas. Reg. 109, § 30.731-1, for
an example of the computation. Under the act of 1918 there was the same provision,
but it applied only to those corporations mining gold. 40 Stat. L. 1090, § 304(c)
(1919); Treas. Reg. 45, arts. 752, 753 (1920).
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of the taxpayer. This feature was said to combine two separate theories
of taxation. 86 By means of this provision the taxpayer can use either the
invested capital method of computing its credit, that is, it can pay its
tax on all profits it makes over a given percentage of its invested capital
plus a specific exemption of $5,000; or it can use the prior earnings
method of computing its credit, that is, it can pay the tax on all profits
exceeding the average of its profits for certain previous years plus the
$5,000 exemption. 87
There are, however, certain limitations on the taxpayer's choice of
one or the other of these two methods for computing its tax. 88 Domestic corporations which were in existence on or before January r, r940,
may use either credit, but all others must use the invested capital credit.
Foreign corporations must have been in existence for four years preceding the beginning of their first excess profits tax taxable year and
must have been engaged in a trade or business in the United States at
some time during each of the four years before they are allowed a
choice of the two credits. 89 In the bill as it was first enacted there was
a curious provision that if a corporation failed to file a return, it could
not elect one method of computing the credit or the other, but would
have to be content with the invested capital credit. This led to speculations whether the income tax return was referred to, and what would
occur when a corporation thought that its earnings were low enough so
that it would not have to file a return only to find that the Treasury

86

S. REP. 2114, 76th Cong., 3d sess. (1940), pt. 2, p. 1. Only a war profits
tax, or some other kind of windfall tax, should be based on the profits credit, whereas
a true excess profits tax is levied on profits in excess of a given rate of return on the
invested capital. The act of 1918 in the United States contained both a "war profits"
and. an "excess profits" tax. Supra, p. 1356. But the first United States acts had only
the invested capital credit. Supra, p. 1354. Great Britain offers a choice of profits
credit or a "minimum standard." Supra, p. 1351.
87
Excess Profits Tax Act of 1940, § 712; Excess Profits Tax Amendments of
1941, § 13.
88
As the bill was first presented to the House of Representatives, it imposed an
extra tax of 4.1 % of the income tax income if the profits credit was used, and it provided that the domestic corporation could not "elect'' its credit unless it was in existence
for the whole of its base period. H. REP. 2894, 76th Cong., 3d sess. (1940), p. 9•
These provisions were both discarded by the Senate. S. REP. 2214, 76th Cong., 3d sess.
(1940), pp. IO, 13.
89
The requirements for ''being engaged in a trade or business" are the same as
for the income tax. Treas. Reg. 109, § 30.712-1; Treas. Reg. 103, § 19.231-1;
T. D. 5043, § 30.1, 6 FED. REG. 1503 (1941). In the case of an affiliated group, one
or more of the members of which would have been entitled in a separate return to an
excess profits credit based on income, either the income or invested capital credit,
whichever results in the lower tax, may be used. Treas. Reg. 110, § 33.31(a)(15)
[published in 6 FED. REG. 1463 (1941); 1941-12 INT. REV. BULL. 3].
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considered them high enough to be taxable.90 In the amendment to the
act, Congress decided that the taxpayer would no longer have to make
an irrevocable election of the credit on which he would compute his tax,
but would have the benefit of the credit which resulted in the lower
tax.111 With the elimination of the election feature, the penalty for failing to file a return was considered to have little meaning, and it also
was abandoned. 92 The taxpayer now must file tentative returns based
on each credit, and the Commissioner of Internal Revenue evidently
determines the one that he thinks will result in the lower tax. 98 There
is still some element of election, in that if the taxpayer so desires he
may disclaim the credit he does not want, and in that case he will not be
obliged to file returns based on both credits.94 This is evidently a laborsaving device designed for those corporations which will quite obviously want to use one credit or the other. and do not want to go to the
e:ffort and cost of estimating the tax -on both bases. Under the amendments, "acquiring'' corporations, those made up of other corporations,
are allowed the same choice whether they were in existence themselves
or through their component corporations at the beginning of their
base period.95 Of these corporations more will be said later.
Looking now to the manner of determining the credits, attention
will be given first to the average profits credit and thereafter to the
invested capital credit.
I.

The Profits Credit

In general, the average profits credit is arrived at by taking ninetyfive per cent of the average excess profits net income ( which will be
defined later) for the four preceding taxable years and adding to that
eight per cent, or deducting from it six per cent, of the capital that was
added to or taken from the business since the beginning of its first
90
It was fairly obvious that the excess profits tax re~rn was referred to; also that
the best thing to do would be to file a return whether it was necessary or not. See
Seidman, "The New Excess Profits Tax," 18 TAXES 659 at 661 (1940).
91
Excess Profits Tax Amendments of 1941, § 13.
92
S. REP. 75, 77th Cong., 1st sess. (1941), p. 21.
98
Excess Profits Tax Amendments of 1941, § 16; T.D. 5043, § 20.3, 6 FED.
REG, 1503 (1941). The regulations are not clear on this point, but the indication is
that the taxpayer will submit tentative returns which will be scrutinized, and the lower
one accepted by the commissioner. In so far as the credit resulting in the lower tax
is the credit to be used, the method is much like that of the "war profits" tax of the
act of 1918, which used an income credit unless it amounted to less than 10% of
the invested capital, in which case the invested capital credit was used. See supra, at note
68; Treas. Reg. 45, arts. 781, 782, 783 (1920).
94
Excess Profits Tax Amendments of 1941, § 13; T.D. 5043, § 30.1(b), 6
FED, REG. 1503 (1941); S. REP. 75, 77th Cong., 1st sess. (1941), p. 21.
95
Excess Profits Tax of 1940, § 741 (1940); Treas. Reg. 109, § 30.741-1;
Excess Profits Tax Amendments of 1941, § 14.
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taxable year after January I, 1940.96 To this is added the specific credit
or exemption of $5,000, and the tax is then paid on all profits in excess
of the figure so obtained. The purpose of this credit is to establish as
nearly as possible the income most representative of the corporation's
actual earning power, so that all income above that figure may be taxed
as excess caused by increased wartime activity. Thus it is clearly to the
advantage of the corporation to establish as high an average base period
net income as possible.
The method used in arriving at the. average excess profits net income in general is not so very complicated, but the provisions for outof-the-way situations cloud up the otherwise clear picture. The excess
profits net income is that figure arrived at by applying to the net income
used for income tax purposes the adjustments provided in the excess
profits tax act. These adjustments are considered in detail later.97 The
base period consists of the income tax taxable years of the taxpayer
beginning after December 31, 1935, and before January 1, 1940.
Normally it will be a four-year period, consisting of twelve months in
the year, but in some situations, due to the changes in the fiscal year of
the corporation, the figures will be different. 98 The process, then, is
merely one of determining the excess profits tax net income for each
of the years in the base period, adding them together, dividing by the
·number of months in the base period, and multiplying by twelve. This
was the method used by the act before the amendments, with the
exception that if in any one or more of the base years the taxpayer
had loss instead of a profit, the loss for that one year or for the year
with the greatest loss could be erased and counted as zero.99 Just as

a

96

Foreign corporations are not allowed additions or deductions for capital added
to or taken out of the business since the beginning of its first taxable year. Sec. 713(a);
Treas. Reg. 109, § 30.713-1. The provision is the same for affiliated corporations.
Treas. Reg. IIO, § 33.31 (21).
97
lnfra, p. 1393 et seq.
98 For instance, if the corporation's fiscal year was the calendar year, and was
changed in 1937 to run from December I to No.-ember 30, there would be fifty-nine
months in the base period.
For affiliated corporations the base period years are either. (a) the base period
years of the common parent corporation if such parent corporation would have been
entitled in a separate return to an excess profits credit based on income, or (b) if it
would not be so entitled, then the four successive twelve-month period~ beginning in
1936 on a date corresponding to the date on which begins the first taxable year for
which a consolidated return is filed. Treas. Reg. IIO, § 33.31(26).
99
Excess Profits Tax Act of 1940, § 713 (b); Treas. Reg. 109, § 30.713-1.
Because of the difficulties of selecting an income base period that would be representative of the normal earnings of all corporations, many persons thought that a
choice of three out of four years should be offered. See statement by Ellsworth Alvord
in JOINT HEARINGS ON ExcEss PROFITS TAXATION, 76th Cong., 3d sess. (1940), p.
310. In Great Britain during the first war, the choice was two out of three years, and
at the present time there is some element of choice; see supra at notes 23, 42.
.

.
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the term "excess profits net income" has a specialized meaning, so does
a loss for this purpose. It is the excess of the deductions plus the credit
for dividends received over the gross income, and to determine such
loss the adjustments provided in section 711(b)(1) are again used. 100
This gave corporations which had su:ffered a slump during the base
years a chance to forget about their losses at least for one year, and
come out with a little better yearly average.
Congress, however, felt that it had forgotten about the young
business that was just starting during the base period, and was increasing its income each year, and would for that reason not have an
accurate average excess profits net income. 101. In the amendments to the
act corporations were given two ways in which to average their base
period earnings or losses. 102 They can average them in the same way
they did under the original act, or they can use an alternative method
if it results in a higher credit, and if the aggregate of income for the
second half of the base period is higher than that for the first half.
The alternative method consists in dividing the base period into halves,
determining the total profit, or total loss for each half, and then adding
to the second half one-half of the amount by which the profit for the
second half exceeds the profit for the first half.i.08 Of course this alter100
"Deficit in Excess Profits Net Income. For the purposes of this section the
term 'deficit in excess profits net income' with respect to any taxable year means· the
amount by which the deductions plus the credit for dividends received exceeded the
gross income. For the purposes of this subsection in determining whether there was
such an excess and in determining the amount thereof, the adjustments provided in
section 7 II (b) (I) shall be made." Sec. 713 ( c), as amended by the Excess Profits Tax
Amendments of 1941, § 4·
10
1. "The amendments made by this section are designed for the relief of corporations that experienced rapid growth during the base period. • •. Trends of growth
during this period [ the base period] are given no weight. Thus, corporations which
have materially expanded in the base period and have for the last year in such period
a business capacity and an income much larger than that for the first year, are restricted
under existing law to the use of a level average of such years." H. REP. 146, 77th
Cong,. 1st sess. (1941), p. 6.
102
Excess Profits Tax Amendments of 1941, § 4, amending § 713, to add §
713(e) and (f). The same alternative is allowed afliliated corporations. Treas. Reg.
IIO, § 33.31(22).
108
The average base period net income obtained this way cannot exceed the
highest excess profits net income for any year in the base period. Sec. 713 (f)( 6) as
enacted by Excess Profits Tax Amendments of 1941, § 4. Thus if a business had an
excess profits net income of $100,000 for the first year in its base period, $200,000
for the second, $300,000 for the third, $400,000 for the fourth, its average
would be $700,000 (aggregate of excess profits income for last two years), plus
$200,000 (one-half the difference between the totals for the first two years and the
last two years) divided by two, or $450,000. But since its highest excess profits net
income is $400,000, it would have to be satisfied with that for an average base period
net income. See H. REP. 146, 77th Cong., 1st sess. (1941), p. 7.
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native method will not work if there is a loss for both halves, or if the
second half is not greater than the first. An average is then made for
the second half by dividing the result of the preceding calculation by
the number of months in the second half and multiplying by twelve.
This is the average base period net income. If it so happens that any
part of a taxable year falls into each half of the base period, a proportionate part of the profits is allocated to each half. 104 This provision
seems adequately to take care of the type of expanding-income business
that Congress had in mind, and is certainly in keeping with the policy
of the act, which is to provide for each situation categorically rather
than by giving broad discretion to the commissioner to alleviate hardship. In the act both as originally drawn and as amended is the provision that in no case shall the average base period net income be less
than zero.105
This then is the way the profits credit is figured for the average
corporation; i.e., one whose income tax taxable year, its fiscal year,
corresponds with the calendar year, one that did not change its fiscal
period during the base period, one that was in existence during all of
the base period, one that has had no change in its capital since the beginning of its first excess profits tax taxable year. As soon as this ideal
corporation is left other difficulties are encountered.
One of the minor complications engendered by the new amendments is a provision aimed at eliminating from the average base period
net income any profits due to the expansion of business activity as a
result of the war.106 Evidently Congress was convinced that to tax the
excess profits, a base figure would have to be adopted that did not itself
include excess profits. For that purpose Congress arbitrarily adopted
June r, r940, as the date on which business expansion started.107 Any
corporation whose base years extend after May 3 r, r 940, will have to
104 This provision is to take care of the situation where the taxpayer has changed
its fiscal year during the base period. Thus if eight months of one year fell in onehalf and four months in another, two-thirds of its income would go to the first half,
and one-third to the other. H. REP. 146, 77th Cong., 1st sess. (1941), p. 9.
105
E:x:cess Profits Tax Act of 1940, § 713(d)(3); Treas. Reg. 109, § 30.713-1
(4); Excess Profits Tax Amendments of 1941, § 4.
106
Excess Profits Tax Amendments of 1941, § 4, adding§ 713(f)(7) to the act.
107 "The 1st of June 1940 marks generally the beginning of the industrial expansion under the National Defense Program. It was because of this that the amortization allowance in the Second Revenue Act of I 940 was confined to construction and
acquisition after June IO, 1940. Corporations whose last taxable years in the base period
extend beyond May 31, 1940, may have greatly expanded their facilities of production
and, consequently, their income after that date. In giving effect to the factor of
growth during the base period, equitable demands do not indicate that growth after
May 31, 1940, should not be taken into account." H. REP. 146, 77th Cong., 1st
sess. (1941), p. 7.
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reduce the excess profits net income for that year by an amount which
bears the same proportion to the total excess profits net income for that
year as the time after May 3 1, 1940, to the end of the taxable year
bears to the number of months in the taxable year. Then it will add to
its excess profits net income for that year so reduced an amount equal to
the same proportion of the profits of the preceding year. This amounts
to substituting the profits for the past year for those actually made.108
Actually this provision will not affect many corporations, for there are
few whose base period will end"after May 31, 1940, inasmuch as most
corporations account on a calendar year basis; for those whose periods
do extend beyond May 31, r940, little effect will be felt, unless the
increase in profits was tremendous.
Suppose now a corporation which was not in existence during all of
its base period. If it is a domestic corporation it can still use the profits
credit, but an income for the time during which it was not in existence
will be constructed for it. What is really used in this case is a combination of the average profits and the invested capital credits. The base
period for such a corporation is the forty-eight months preceding the
beginning of its first excess profits tax taxable year.10° For each taxable
year of twelve months from the beginning of its base period during
which it was not in existence, its income will be computed to be eight per
cent of its daily invested capital for the first day of its first excess profits
tax taxable year reduced on account of inadmissible assets by the same
ratio as would be applicable in figuring the average invested capital for
the preceding income tax taxable year.110 That means that the corpora108
For example: X corporation which accounts on a fiscal year of October 1 to
September 30 made an excess profits net income of $400,000 for the year ending
September 30, 1939, and $600,000 for the year ending September 30, 1940. Inasmuch as the corporation's base period ends at the beginning of its first excess profits
tax taxable year, X corporation had four months ending after May 31, 1940, in its
base period. Therefore, its income for the year ending 1940 will be reduced by fourtwelfths ( the proportion of its year after May 3 1, 1940), and will be $400,000.
Then it will be increased by four-twelfths of the income for 1939, or $133,333, and
the income will then equal $533,333. H. REP, 146, 77th Cong., 1st sess. (1941),

p. 8.
109

Excess Profits Tax Act of 1940, § 713 (b) (5).
Excess Profits Tax Act of 1940, § 713 (b) (5), changed by § 4 of Excess Profits
Tax Amendments of 1941 to § 713 (d) (2), but the provision itself remains untouched. In the act of 1918, for the computation of the war profits credit, if the corporation was not in existence for part of the base period, then its base period was the
time left, and no income for the time it was not in existence was computed for it.
40 Stat. L. rn90, § 310 (1919); Treas. Reg. 45, art. 771 (1920). In England the
profits standard can be used only if the business was in existence before July 1, 1936,
and if it was not it must use the invested capital credit unless it chooses the minimum
standard. See supra, note. 42. As the present act was presented by the House, a corporation had to use the invested capital credit if it had not been in existence for all
110
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tion will have to figure the average invested capital for the year preceding its first taxable year, find the ratio of inadmissible assets, apply
that ratio to the invested capital sum for the first day of the present
taxable year, and deduct the amount so found from the invested capital
sum for the first day of the present taxable year. 111 At least one writer
has criticized the act for providing that this figure be used, because it::.
use makes the corporation determine its invested capital for the preceding yeai:, when this figure will not be used for any other purpose.112
However, this provision remains the same in the act as amended. For
any period less than a full year during which the corporation was not
in existence a proportionate part of the yearly figure is taken, and this
is added to the actual excess profits net income or loss for the rest of the
year to find the profit for that year.118 In all other respects a corporation not in existence during all of the base period is treated the same
as any other corporation. Of course a foreign corporation does not have
to worry about this provision,114- and an acquiring corporation ( one
which is formed from or has bought other corporations) in this same
position is also handled differently. 115
After the average base period excess profits net income has been
found, an adjustment to it must be made for capital added to or taken
from the business since the beginning of the first excess profits tax
taxable year.mi For each day the additions to capital include money
of its base period, but this was changed by the Senate. S. REP. 2114, 76th Cong.
3d sess. (1920), p. IO.
111
See infra, page 1387 for the determination of inadmissible assets.
112
Seidman, "The New Excess Profits Tax," 18 TAXES 659 at 701 (1940).
118 For example: X corporation has a fiscal year corresponding to the calendar
year; it was organized on July 1, 1936, and made a gross income for its first six
months of $30,000. Its daily invested capital for January 1, 1940, is $200,000, and
the percentage of such invested capital applicable under section 720 in reduction of
the average invested capital of the corporation on account of inadmissible assets for the
calendar year 1939 is five. Five per cent of $200,000 is $10,000; therefore, the
excess of the daily invested capital of the first day of the first excess profits tax taxable
year over the amount of such capital equal to the same percentage as would be applicable in reduction of its average invested capital for the preceding year is $190,000.
Eight per cent of $190,000 is $15,200, the imputed income for the year 1936. For
the one-half of the year, January I to June 30, that the corporation was not in existence,
its income is a proportionate part of its imputed income for the year: $15,200 X 181
365
or $7,537.53. See Treas. Reg. 109, § 30.713-1 (b).
114 Foreign corporations not in existence for the four years preceding their first
excess profits tax taxable year can use only the invested capital credit. Excess Profits Tax
Act of 1940, § 712; Treas. Reg. 109, § 30.712-1.
115 The problems concerning acquiring corporations are considered infra, page
1372 et seq.
116 Excess Profits Tax Act of 1940, § 713 (c), Treas. Reg. 109, § 30.713-2;
Excess Profits Tax Amendments of 1941, § 4, changes it from§ 713 (c) to§ 713 (g).
In the act of 1918, for the war profits credit, there was a similar provision, allowing
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and property paid in for stock, or as paid in surplus, or contribution::;
to capital since the beginning of the taxable year, but before that particular day. This does not include stock dividends or rights to acquire
stock issued to stockholders. 111 Borrowed capital is not considered, nor
are accumulated earnings and profits. If any of this property is "excluded" capital, then the amount of the capital added should be reduced
by the amount of the excluded capital. Excluded capital for any particular day is the aggregate of the obligations owned by the corporation of a state or subdivision thereof, of a domestic corporation, or of
the United States or a possession thereof, any part of the income of
which is excludible from gross income or allowed as a credit against
net income.118 Reductions from capital, on the other hand, are any distributions made to stockholders not out of earnings and profits that are
made since the beginning of the taxable year. The act is not clear
whether that means earnings and profits accumulated since the beginning of the first excess profits tax taxable year, or all accumulated earnings and profits,110 but the Treasury has interpreted it to mean all earnings and profits either of the present year or accumulated from the
past, whether before or after March r, r9r3. 120 The net addition or
reduction for each day is then computed, and the average for the number of days is taken. If the result is an addition, then eight per cent of
it is added to the figure obtained by taking ninety-five per cent of the
an addition or deduction as the case may be of 10% of the difference between the
average invested capital for the prewar period, and the invested capital for the taxable
year. 40 Stat. L. 1090, § 3 II (a) (2) (1919); Treas. Reg. 45, art. 781,782, 783 (1920 ).
Under the present law of Great Britain there is about the same provision, a decrease
of 6% in the "standard" profits for a decrease in capital, and an increase of the statutory percentage (ranging from 8 % to 10%) for an increase in capital. 2-3 Geo. 6,
c. 109, § 13 (3) and (9) (1939), as amended by 3-4 Geo. 6, c. 29, § 31 (2) (1940);
BAYLEY and TAYLOR, THE ExcEss PROFITS TAX, 2d ed., 46 (1940).
117 In determining the amount of property paid in to be considered as added
invested capital, the same tests should be used as are applicable in determining the
equity invested capital. See infra p. 1379 et seq. Excess Profits Tax of 1940, §§ 713
(c) [now (g)] (3), 718 (a) (2).
118
53 Stat. L. 10 (1939), 36 U. S. C. (Supp. 1939), § 22 (b) (4) (A), (B),

(C).
119 "The daily capital reduction for any day of the taxable year shall be the
aggregate of the amounts of distributions to shareholders, not out of earnings and
profits, after the beginning of the taxpayer's first taxable year under this subchapter
and prior to such day." Excess Profits Tax Act of 1940, § 713 (c) [now (g)] (4).
120
Treas. Reg. 109, § 30.713-2. The significance of March 1, 1913, is that
the term "earnings and profits" has long been associated with the taxation of corporate
dividends, and dividends declared from earnings and profits accumulated before March
1, 1913 [the date of the first effective income tax, 38 Stat. L. 166 (1913), after the
Sixteenth Amendment]. Thus earnings and profits referred to here are earnings and
profits in the corporate sense, and not taxable earnings and profits. See Paul, "Ascertainment of 'Earnings or Profits' for the Purpose of Determining Taxability of Corporate Distributions," 51 HARV. L. REV. 40 (1937).
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average base period excess profits net income, while if the result is a
reduction, six per cent is subtracted from that figure. This is the excess
profits credit based on income. Foreign corporations are not required or
permitted to make any adjustment for capital added to or taken from
the business.121
a. Abnormalities in Base Period Years
Enacted for the first time in the Excess Profits Tax Amendments
of 1941 was a provision to take care of abnormalities in the excess profits
net income for the base period years. This section is a companion one to
section 721, which provides for adjustments of abnormalities in income
of the taxable year, and replaces a general provision that the Commissioner of Internal Revenue shall have authority to make such adjustments as may be necessary to adjust abnormalities.122 The section
should not be confused with section 711, which provides for adjustments to be made to the income tax income in order to arrive at the
excess profits net income.123
To come within the provisions of this relief section, the taxpayer
must first establish either that the character of its business has changed
from that carried on during one or more of its base years, or that its
normal production was interrupted by abnormal events. Congress does
not consider the high price of materials, low selling price, or poor
market as abnormal events, and would seemingly refuse to call a business slump or even a nationwide depression an abnormal event. It will
be considered a change in business only if it falls within one of the five
classes enumerated: a difference in the products or services furnished; m a difference in the capacity for production; 125 a difference
Reg. 109, § 30.713-2. The computations for additions and reductions
to capital for affiliated corporations are essentially the same. Treas. Reg. IIO, § 33.31
(27), (28), (29) and (30).
122 Excess Profits Tax Amendments of 1941, § 6; it becomes § 722 of the Excess
Profits Tax, replacing the old § 722.
128
Infra, p. 1393 et seq.
124 Change from radio broadcasting and department store business to just operating a department store; change from wholesale and retail to just retail service, are
examples given in H. REP. 146, 77th Cong., 1st sess. (1941), p. II. Example of the
benefits: Marshall Field & Co. showed a two million dollar loss in 1937, small profits
in 1936, 1938. It was operating both a prosperous retail business which made profits
for the same years of from two and a half to four and a half millions a year, and a losing
wholesale business. In 1939, when it completed the liquidation of the wholesale business,
it showed a profit of five million. Under the original act, most of this would be taxed as
excess profits, if the profit continued that way for 1940; now the adjustments will take
the change in business into account. J01NTHEARINGS oNExcESsPRoFrrsTAXATION, 76th
Cong., 3d sess. (1940), p. 260.
125 This includes an increase in plant and capital. See H. REP. 146, 77th Cong.,
121 Treas.
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in the ratio of nonborrowed to total capital; the fact that the taxpayer
was in existence for only part of its base period; or the fact that the
taxpayer acquired a substantial part of the assets of its competitor with
a consequent reduction in competition. There is seemingly a great deal
of room here for litigation in the determination of the precise boundaries of each of these factors, but there are limitations on the use of this
section which diminish the possibility of such litigation.
After the taxpayer has demonstrated that there is some abnormality
connected with his base period, he can estimate what his profit for the
base years would have been had the abnormality not existed. If the
average base period excess profits net income arrived at in that way is
greater than the average base period excess profits net income without
such reconstruction, then it will be used for computing the credit.
However, the average arrived at by reconstruction shall not be greater
than the excess profits net income for the last taxable year in the base
period. But if the tax as computed without reference to these adjustments would not be more than six per cent of the net income for income tax purposes, and the use of the adjustments does not reduce the
tax otherwise payable under the statute by more than ten per cent,
the adjustments are not allowed. It is easy to see that the abnormality
must be fairly great before any relief will be granted under this section,
and that there will not be so much difficulty in determining whether
an abnormality exists as would seem likely at :first. But the adjustments cannot be used to reduce the tax payable under the act to less
than six per cent of the normal-tax net income, and the price paid for
the use of the adjustments in the section is that the tax will be increased
by ten per cent of what it would have been had not the adjustments
been used. It is not dear whether the six per cent requirement is to
be met after the ten per cent has been added to the tax payable or not,
but from a proper construction of the statute 126 it seems that it should.
Unlike the adjustments considered later which are employed to
compute the excess profits net income :figure, these adjustments cannot
be acted on by the taxpayer whenever it feels that it comes within their
provisions. Instead, it must :fill out its return as it would ordinarily, and
then within six months after the return date, or within ninety days
after the preliminary notice of deficiency given by the commissioner,
following the procedure used for income taxes, it can make an application in accordance with regulations to be prescribed by the commissioner
asking for the benefits of the section.121 If the application for relief is
Ist sess. (1941), p. II, for further comment on what was intended as a change in
business.
126
Excess Profits Tax Amendments of 1941, § 6, enacting § 722 (d).
127
If the commissioner sends out a formal notice of deficiency without first sending out a preliminary notice, or within ninety days of the preliminary notice, the tax-
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not filed within six months after the return date, then the adjustments
cannot be used to reduce the tax by an amount in excess of the deficiency finally determined without the use of the section. Thus if the
taxpayer is late in making its return, the best it can do by the use of
the section is to come out where it would have been if it had filed its
tax return on time. Once this procedure has been followed, and the
adjustments allowed, the commissioner can prescribe to what extent the
limitations on the use of the section may be waived for future years.
When the commissioner has rejected a claim for relief, appeal may be
made to the Board of Tax Appeals, but there may be no other review
or determination by any other court or agency.128
b. Acquiring and Component Corporations
When one corporation is formed from two or more old ones, or
two or more corporations are formed from one old corporation, further
problems arise in computing the credits of the new corporation or corporations. Congress has dealt with these problems in the supplements
to the act. Supplement B, dealing principally with the situation in
which one corporati9n is broken down into others, will be considered
later. 129 In Supplement A provision is made that an acquiring corporation can use either the income credit or the invested capital credit if it
was in existence either actually or by reason of having acquired a qualified component corporation at the beginning of its base period.130 The
reason for this provision is to allow a corporation which is carrying on
essentially the same business as a former corporation to adopt the earnings experience of the other corporation for the base period. 131 Foreign
corporations do not enter into this picture, for they can be neither component nor aquiring corporations. 132
payer can ask for relief in a petition to the board. Sec. 722 (e) (2). S. REP. 75, 77th
Cong., 1st sess. (1941), pp. 13-14.
128
Sec. 732 (a) and (c), as added by Excess Profits Tax Amendments of 1941,
§ 9. For an appeal under an analogous section of the act, see text infra, pp. 1401-1402.
129
Infra, p. 1389, et seq.
180
Second Revenue Act of 1940, §§ 740-744. If the corporation were actually
in existence at the beginning of its base period, it could use the income credit calculated according to§ 713 (see supra, p. 1363 et seq.), but in so doing it could not take
advantage of the profits of the component corporations, and would have to make an
election each year as to which section it is going to use to compute its credit. T. D.
5043, § 30.2, 6 FED. REG. 1503 (1941).
181
Treas. Reg. 109, § 30.740-1; H: REP. 2894, 76th Cong., 3d sess. (1940),
p. 30. In the present act of Great Britian there is a similar provision to the effect that
if two or more businesses are amalgamated. the resultant business will be treated, for the
purpose of computing the standard profit, as if it had been in existence throughout
the period during which any of the former businesses had been in existence. 2-3 Geo.
6, c. 109, § 16 (1939), as amended by 3-4 Geo. 6, c. 29, § 38 (1940); BAYLEY and
TAYLOR, THE ExcEss PROFITS TAX, 2d ed., c. 9 (1940).
132
Excess Profits Tax Act of 1940, § 744; Treas. Reg. 109, § 30.740-1.
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In order to make certain that the benefits of the supplement would
be available only to those corporations which are closely related to
their component corporations, Congress carefully defined how a corporation may become an acquiring corporation. It may become one by
the statutory merger or statutory consolidation of two or more corporations, or by purchasing at liquidation all of the properties of a
corporation of whose stock it owns eighty per cent.133 Again, a corporation may acquire this status by purchase of substantially all of the
property of another corporation in exchange in whole or in part for all
of its stock of all classes.134 It becomes an acquiring corporation if substantially all of the properties of another corporation are purchased
by it in exchange solely for its voting stock, or if they are paid in by
the other corporation as paid-in surplus or contribution to capital in
respect of voting stock owned by the other corporation, and the other
corporation is liquidated as a part of the plan by which the assets are so
acquired. 135 All of thes~ transactions, except the very last, may be
recognized as transactions included in section r r 2 of the income tax, in
respect to which no gain or loss is recognized. And the Treasury Department has ruled that since the relationship between corporations
must be close for the purpose of this supplement, these transactions
must conform to the requirements of section r I2. 136 In the original act
these were the only methods by which a corporation could become an
acquiring corporation. The amendments included the acquisition of
the assets of a partnership, on the ground that otherwise corporations
which are a continuation of a former partnership are discriminated
against if they are not allowed to use the earnings of the partnership
during the base period.181 And the word "partnership" as used here includes also a sole proprietorship.
138
Excess Profits Tax Act of 1940, § 740 (a); Treas. Reg. 109, § 30.740-2.
The last of these three methods refers to § 1 12 (b) ( 6) of the income tax law, which
deals with complete liquidations in respect to which gain or loss is not recognized. 53
Stat. L. 38 (1939), 26 U. S. C. (Supp. 1939), § 112 (b) (6).
lH Qualifying shares do not have to be given as part of the consideration. This
provision is found in § II 2 (g) (I) (D) of the income tax law. It has been
held that 7 5 % of the value of the properties of a corporation were not substantially
all of its properties for this section, I. T. 2392, 6-2 CuM. BULL. (INT. REv. BULL.)
17 (1927); but 91.5% has been held substantially all in Cortland Specialty Co. v.·
Commissioner, (C. C. A. 2d, 1932) 60 F. (2d) 937.
135
It makes no difference in either of the transactions if liabilities accompany the
assets. Excess Profits Tax Act of 1940, § 740 (a) (1); Treas. Reg. 109, § 30.740-2
(2) (3). The first of these two methods is similar to§ II2 (g) (1) (C) of the income
tax, 53 Stat. L. 40 (1939), 26 U.S. C. (Supp. 1939), § n2 (g) (1) (C).
136
Treas. Reg. 109, § 30.740-2. In general, see MoNTGOMERY, FEDERAL INCOME
TAX HANDBOOK, 1938-1939, pp. 97-124.
131
Excess Profits Tax Amendments of 1941, § 8. "Under present provisions n
corporation formed as a result of the incorporation of a partnership or sole proprietorship may not use the earnings experienced by the latter in determining its excess
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Other necessary definitions are a little less complicated. A component corporation is the one that merged or consolidated with others
to form the acquiring corporation, or the one whose property was
acquired. If it was in existence at the beginning of the taxpayer's base
period either actually or constructively through its own component
corporations, then it is called a qualified component corporation. Now
that sole proprietorships and partnerships can also be component corporations, there may be a question whether they in turn may have component corporations, which are actually other partnerships or sole
proprietorships. Presumably this would not be so, inasmuch as such a
transaction would not come within any of the provisions of section 112.
The base period of the acquiring corporation consists of those forty-eight
months beginning with a date in 1936 corresponding to the first day of
the taxable year. This is so whether the base period was different for a
previous year, or the taxable year is several years after 1940.138
Once the terms are defined, the computation of the average base
period net income for an acquiring corporation is very similar to that
for ordinary run of the mine corporations. Since the acquiring corporation not only may, but must, use the earnings experience of its component corporations for its base years, it adds together the profits and
losses for itself and each of its component corporations for each of the
base years.189 Here, as before, the term "profits" refers to the income
tax income after the adjustments provided in section 7II have been
applied; and the term "loss" refers to the excess of deductions plus the
credit for dividends received over gross income in accordance with the
application of section 711.140 The profits for the base years are then
profits credit based upon income. It is believed that this restriction operates inequitably
with respect to such corporations." H. REP. 146, 77th Cong., 1st sess. (1941), p. 14.
This refers to § II2 (b) (5), and. so much of§ II2 (c) or (e) as refers to § II2
(b) (5). According to these provisions the consideration for the conveyance must be
the stock of the company, the transferors must be in control of the new corporation, and
if the transfer is made by a partnership the consideration must be divided between
them according to their interest. 53 Stat. L. 37 (1939), 26 U. S. C. (Supp. 1939),
§ II2 (b) (5). In general, see 2 PAUL and MERTENS, FEDERAL INCOME TAXATION,
§ 17.37 (1934).
138
Treas. Reg. 109, § 30.740-3.
189 If the corporation is in existence actually during all of its base period, it may
elect to compute its credit according to§ 713, in which case it will not have to use the
profits or losses of its components; but if it was not so in existence, or elects to use
Supplement A, then it must use the profits and losses of its components. T. D. 5043,
§ 30.2, 6 FED. REG. 1503 (1941); Excess Profits Tax Amendments of 1941, § 15.
140 Treas. Reg. 109, § 30.742-1 (c); see infra p. 1393 et seq., where these adjustments are explained. There is a further provision in the act to the effect that in computing the base period net incomes of the corporations, the dividends paid by the
acquiring corporations or the component corporations during the time that the relationship existed shall be excluded. Sec. 742 (e) (1). It has been argued that this pro-
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added together, and from them is deducted the amount of the losses,
not counting a loss if it is the only one or the largest of several losses.
The average base period net income is reached by dividing this :figure
by four, and this average may never be less than zero. 141 This computation di:ffers from that for ordinary corporations in that the alternative
method of dividing the base period into two parts is not permitted, and
there is no provision for corporations which are in existence for only
part of the base period, so that such corporations must use the invested
capital method.
Various restrictions are placed on the profits and losses that may
be considered in computing the average base period net income. The
purpose behind these is to limit the profits experience of the taxpayer
to that period during which the family relationship between the taxpayer and component corporations existed. Thus if the acquiring corporation was not in existence at the beginning of its base period, its
profits or losses before it became an acquiring corporation are excluded,
and the same is true for a qualified component corporation which is one
only because it is also an acquiring corporation.142 This provision has
been criticized on the ground that a corporation with a large income
for the only two years of its base period during which it was in existence
will have to use the earnings experience of a small income corporation
which it acquires and which was in existence from the beginning of its
base period. 143 If, on the other hand, the acquiring corporation was in
existence at the beginning of its base period, any profit or loss that it
had before that time is excluded; and if it became an acquiring corporation in the middle of the taxable year, the proportionate part of the
vision is actually superfluous because the adjustments of § 711 will keep any dividends
out of the excess profits net income calculations anyway. As the bill was drawn up by
the House, dividends were to be included in the computation of excess profits net
income, and it is argued that when this provision was discarded by the Senate the
change was not made in Supplement A because of oversight. See Seidman, "The
Exchange Provisions of the Excess Profits Tax Law," 19 TAXES 75 at 77 (1941).
No mention of the provision is made in Treas. Reg. 109; but the provision was not
amended by the Excess Profits Tax Amendments of 1941.
Hi If the taxpayer became an acquiring corporation after December 31, 1939,
and if on September II, 1940, and at all times thereafter until the transaction took
place, it owned 7 5% of each class of stock of each qualified component corporation
or one of the qualified component corporations owned 7 5% of each class of stock of the
taxpayer and each other component, the average base period net income will not be less
than the average base period of the taxpayer figured without regard to the other corporations; or the largest average base period net income of the component corporations.
Excess Profits Tax Act of 1940, § 742 (d); Treas. Reg. 109, § 30.742-1 (d).
u 2 Excess Profits Tax Act of 1940, § 742 (£) (1), (2); see examples in Treas.
Reg. 109, § 30.742-1 (c) (2) (A); H. REP. 2894, 76th Cong., 3d sess. (1940), p. 32.
148
Seidman, "The Exchange Provisions of the Excess Profits Tax Law," 19
TAXES 75 at 77 (1941).
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profits relating to the time that it was not an acquiring corporation is
ignored. 144
The adjustments for capital addition and capital reduction are about
the same as for ordinary corporations. 145 Acquisition of a component
corporation is not to be considered an addition in capital for the acquiring corporation. However, the additions or deductions in capital of the
component corporations since the date of acquisition are counted. In
that computation the property paid in either by the acquiring corporation or by other component corporations, except that paid in as part
of the plan whereby the assets were acquired by the taxpayer, is to be
disregarded as well as distributions made to the taxpayer or other
component corporations.

The Invested Capital Credit
The alternative credit provided for by the act is based on what is
set up as a fair return of the invested capital of the corporation.146 This
credit is a fixed return of eight per cent on the invested capital, and all
excess profits net income exceeding the sum of this credit and the
specific exemption of $5,000 is deemed to be excess and subject to tax.147
The act, in setting the return allowed at eight per cent for all corporations, entirely disregards the risk involved in the individual business. 148
It would have been possible to take account of the variations in risk
by creating administrative machinery to determine the risk involved
in each type of business and to vary the· percentage of return allowed
in accordance with these determinations.149 However, the legislature in
2.

144
The computation of the average base period net income may be further complicated by the provision concerning partnerships and sole proprietorships. The act
provides that all computations shall be made, under the regulations of the commissioner,
as if the partnership had been a corporation. Excess Profits Tax Amendments of 1941,
§ 8. This deduction on account of income taxes will be computed in accordance with
the income taxes applicable to corporations, a deduction for salaries will be made, etc.
H. REP. 146, 77th Cong., 1st sess. (1941), p. 14. In making the adjustments for
income taxes required by § 7II (b) (1) (A), the partnership shall be regarded as a
corporation which has paid all its net income out as a dividend.
145
Excess Profits Tax Act of 1940, § 743. See example in Treas. Reg. 109, §
30.743-1. See the diagram representing all of Supplement A set out in H. REP. 2894,
76th Cong., 3d sess. (1940), pp. 30-31; Seidman, "The Exchange Provisions of the
Excess Profits Tax Law," 19 TAXES 75 at 79 (1941).
146
Excess Profits Tax Act of 1940, §§ 712, 714-720, 723, 750-752.
147
Excess Profits Tax Act of 1940, §§ 710,712,714.
us This was equally true of the excess profits tax acts of the World War period.
40 Stat. L. 302 (1917); 40 Stat. L. 1088 (1919); 42 Stat. L. 271 (1921).
149
This was done in the World War acts of Great Britain, 5-6 Geo. 5, c. 89,
§ 42 (1915), though the present British act makes no provision for risk involved. See
Shoup, "The Taxation of Excess Profits," 55 PoL. Sci. Q. 535 at 546 et seq. (1940).
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omitting to provide for this variation in risk apparently had in mind
the insurmountable administrative difficulties involved.
It may be said, however, that the invested capital credit does not
work fairly to all taxpayers. Any credit based on and varying directly
with the amount of capital invested in the business is open to criticism
on the ground that the overcapitalized corporation has a decided advantage over the one which is conservatively capitalized.150 Thus it
would seem that the efficiently managed corporation is the one which
is in fact penalized. This is further emphasized when it is considered
that the act, in computing credit based on invested capital, allows the
inclusion of all the capital invested ( exclusive of certain inadmissible
assets and fifty per cent of the borrowed capital) and not merely that
capital which is currently employed during the taxable year and from
which the excess profits arise. The present British excess profits tax act
provides in certain instances for a credit based on invested capital, but
in so doing, only that capital currently employed during the taxable
year is included. 151 Though the British act in this regard entails administrative problems which are not present in the American act, its
plan tends to eliminate the advantages which an overcapitalized corporation has under the American act.
At first glance it would seem that in another respect the act is
unfair. As has been seen, the act provides for two credits, one being
ascertained with reference to base period earnings and the other on a
fixed return on the invested capital. m Where both credits are available
to a corporation, the tax is imposed with reference to the higher of the
two credits, and consequently the lower tax is paid.us It is thus apparent that in the case of two corporations equal in size, the corporation
with larger base period earnings is at an advantage, because it is thereby
provided with a larger credit than is the corporation which in the light
uo Similar objection was made to our World War acts. See report of Secretary
of the Treasury Glass, [1920] TREAS, ANN. REP, 38-39.
151
· 2-3 Geo. 6, c. 109, § 13(8) (1939). This act provides for a credit based on
profits during the base period, but an invested capital credit must be used if the taxpayer was not in business during the base period. In either case, however, a set minimum
credit is available. The credit based on invested capital is a statutory percentage of the
average amount of capital employed in the trade or business in the chargeable accounting period. This is 8% in the case of a corporation (other than a director-controlled
company); in the case of a business carried on by any other form of proprietorship the
rate is 10%. The statute does not present a definition as such of "capital employed in
the business," but from the provisions it may be stated that such capital is the excess
of the total of the money and assets employed, valued at cost less prescribed deductions,
over the amount of the liability for borrowed money, debts and taxation, as at a
particular date. See BAYLEY and TAYLOR, THE ExcEss PROFITS TAX, 2d ed., 105
(1940).
u 2 Excess Profits Tax Act of 1940, § 712.
158 See text supra, at note 91.
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of its lower earnings is limited to the invested capital credit. The result
of such a combination of credits is a discrimination against those corporations which were depressed during the base period or which were
not in existence at all. ·On the other hand, it might be argued that all
profits of a corporation in excess of its base period earnings are due
to war conditions and, therefore, subject to tax. This would carry the
war profits principle of taxation to the extreme of taxing all the earnings of a corporation which experienced a loss during the base period
years. Inasmuch as under this theory the eight per cent invested capital
credit accorded by the act amounts to a gift for such corporation, it
should not be heard to complain of discrimination.
The Canadian Excess Profits Tax Act of 1939 m provided for a
combination of credits similar to those found in the American act, but
with the belief that the act worked unfairly for those corporations with
low base period earnings the credit based on invested capital was abolished by the Canadian Excess Profits Tax Act of 1940,155 the credit
computed with reference to base period earnings alone being retained.us
It is apparent from the foregoing that Congress in providing for a
credit based on invested capital was by no means initiating anything
new in the field of excess profits taxation. During the last war the excess profits tax acts of this country, Great Britain and Canada contained
provisions for determining excess profits based on invested capital.157
154
Can. Stat. (2d sess. 1939), 3 Geo. 6, c. 4, § 3.
155

Can. Stat. (1940), 4 Geo. 6, c. 32. See Hynning, "The Excess-Profits Tax
of 1940-A Critique," 8 UNIV. CHI. L. REv. 441 at 443, note 6 (1941), citing the
report of the Canadian Minister of Finance, Ralston.
156
The Canadian act provides that if the Minister :finds that the profits during
the base period (a) were abnormally low because the business was depressed during the
base period, or (b) the taxpayer was not in business at that time, he may direct that
the standard profits (which is determinate of the credit) be ascertained by the Board
of Referees. In the case of (a) the standard profits may be set by the board, but they
are in no case to exceed 10% nor be less than 5% of the capital of the taxpayer. In
the case of (b) the standard profits are ascertained at an amount which represents a
rate of return on the capital employed by the taxpayer equal to the average rate of
return during the base period of taxpayers in similar circumstances, engaged in the
same or an analogous class of business.
157
Canadian: 6-7 Geo. 5, c. II (1916); British: 5-6 Geo. 5, c. 89, §§ 38-45
(1915); American: 40 Stat. L. 302 (1917), 40 Stat. L. 1088 (1919), 42 Stat. L.
271 (1921). It should be here noted that the credit based on invested capital is computed without reference to the base period experience of the taxpayer, and in this
respect the act takes on the appearance of a true excess profits tax rather than a war
profits tax. The American act of 1917 based the invested capital credit in part on the
prewar experience of the taxpayer in an effort to reach only war profits. See text, supra,
p. 1354. This comparison with prewar years was dropped in the acts of 1918 and 1921
and a flat 8% credit based on invested capital allowed. 40 Stat. L. 1088, § 312 (1919),
42 Stat. L. 271, § 312 (1921). Under the House bill of the present act, the invested
capital credit reflected in part the base period experience of the taxpayer. This was
eliminated by Senate amendment. See S. REP. 2u4, 76th Cong., 3d sess. (1940),
p. 14.

1941]

COMMENTS

1 379

It is upon our own former acts that the present act as it relates to invested capital credit is largely based.
The determination of the invested capital upon which the eight
per cent credit is based is without question the most complicated portion of the present act. Generally speaking, invested capital for the
purpose of this credit is composed of equity capital and fifty per cent of
the borrowed capital.158 Equity capital includes money and property
paid in for stock, or as paid-in surplus, or as a contribution to capital,
plus the accumulated earnings and profits at the beginning of the taxable year. In addition, the payment of dividends and the participation
by the corporation in certain tax-free liquidations may affect the invested capital. In the computation of the invested capital, it is not the
invested capital figure at the beginning of the taxable year which is
determinative, but it is the average invested capital for the whole year
which counts, for it is that capital which gives rise to the profits. From
this average invested capital, deduction must be made for certain assets
which the act calls "inadmissibles," for as they give rise to income
which the act does not tax, they must necessarily be eliminated from
the invested capital in computing the credit. The average invested
capital for the taxable year is the aggregate of the daily invested capital for each day of the taxable year divided by the number of days in
the taxable year.159 Thus it is necessary to compute the taxpayer's invested capital daily in order to arrive at a final determination of the
average invested capital.160
a. Equity Capital
As in the World War acts, it is only the money and property invested in the corporation by the stockholders and the accumulated
earnings and profits which are considered in computing the equity in158 It should be observed at the outset that the invested capital for the purposes
of the tax is essentially different from any of the following: (1) the net worth of the
company as shown by its book capital and surplus; (2) the value determined for purposes of the present capital stock tax as imposed by 53 Stat. L. 169 (1939), 26 U.S. C.
(Supp. 1939), § 1202; (3) the present value of its asset-s, established by appraisal or
otherwise; (4) the capital actually employed in the business.
159
Excess Profits Tax Act of 1940, §§ 715, 716, 717.
160 The statute, § 715, however, provides that if the commissioner finds that in
any case the determination of invested capital, on a basis other than on a daily basis,
will produce an invested capital differing by not more than $1,000 from one computed
on a daily basis, he may allow the determination to be made on some other basis. Since,
in most cases, however, it will be necessary to determine on a daily basis to ascertain
whether or not there is a $1,000 difference, the utility of this provision is dubious. The
regulations, Treas. Reg. 109, § 30.715-1, provide, however, that if during the taxable
year a corporation is not involved in a tax-free liquidation, and also does not receive
new capital, nor pays out dividends which would affect invested capital, nor retires
indebtedness which otherwise would be includible, it may use its invested capital figure
of the first day of the taxable year as its average invested capital for the taxable year.
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vested capital.161 Property paid into the corporation and still owned by
it is included at its unadjusted basis to the taxpayer for determining loss
on a sale or exchange under the income tax act. This basis is normally
cost. 162
The regulations lay down certain rules for determining the value
of the property paid in for stock where the basis to the taxpayer is cost.
The property so paid in is valued in terms of the value of the stock
issued for it. Thus, if the stock had a fair market value, that value
determines t}le :figure at which the property is included in the corporation's equity invested capital. If the stock so issued had no established
market value, the stock is valued in terms of the net worth of the
corporation at that time including the property so acquired at its fair
market value.163
161

Excess Profits Tax Act of 1940, § 718. The acts of 1918 and 1921 limited
the extent to which intangible property paid in for stock could be included in invested
capital. Though the amount might be lower, yet in no event could intangibles be inincluded at an amount greater than 25% of the par value of the stock outstanding at
the beginning of the taxable year. 40 Stat. L. 1088, § 326(a) (1919); 42 Stat. L.
271, § 326(a) (1921). The present act allows the inclusion of intangibles at full
value as of the date of acquisition. In doing so, it will tend to eliminate many of the
problems which arose under the World War acts. For some of these problems, see
HOLMES, FEDERAL TAXES, 4th ed., 1255 et seq. (1923).
162
Excess Profits Tax Act of 1940, § 718(a) (2). The provisions regarding the
unadjusted basis of property are found in 53 Stat. L. 40, 26 U. S. C. (Supp. 1939),
§ II 3 (a). This is the cost basis of the property unadjusted for any depreciation or
depletion since acquisition. The use of the unadjusted basis is dictated by the fact that
adjustments of basis, notably for depreciation, are reflected in the earnings and profits
of the corporation. See H. REP. 2894, 76th Cong., 3d sess. (1940), p. 24. If the
property was disposed of prior to the taxable year, the basis provided for in § u3(a)
must be used. Where the property has been sold, the proceeds in effect take the place
of the property, and any excess or deficiency is reflected in the earnings and profits.
The acts of 1918 and 1921 likewise included property paid in for stock to the
extent of its actual cash value at the time paid in. 40 Stat. L. 1088, § 326 (1919);
42 Stat. L. 271, § 326 (1921). This was interpreted to mean market value at that
time. Castner, Curran & Bullitt v. Lederer, (D. C. Pa. 1921) 275 F. 221. As the
present act uses the tax cost of the property paid into the corporation, and as the figures
representing this cost must always be ascertained for income tax purposes and are in
most cases already available both to the Bureau of Internal Revenue and to the taxpayer, it would seem that many of the difficulties present under the World War acts
of ascertaining the value of property at the time it was paid in will be eliminated in
the present act. See S. REP. 2II4, 76th Cong., 3d sess. (1940), pt. 2, p. II,
163 The present British act includes assets at cost. Treas. Reg. 109, § 30.718-1. If
stock having no established market value was issued for intangible property and it
is necessary to determine the fair market value of the property, it may be valued with
reference to earnings attributable to it or to any cash offers for the purchase of the
business of the predecessor owner.
It was held under the World War acts that stockholders' notes were property
and that stock issued therefor was part of the invested capital. Beech Creek Coal Co.
v. Lucas, (D. C. Ky. 1926) 1927-3 C. C. H. FEDERAL TAX SERVICE, ~ 7086, appeal
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Where property has been acquired by the corporation from a share:
holder as paid-in surplus or from any person as a contribution to capital, the statute and regulations prescribe rules for the value at which
it may be included. If the property was acquired prior to January 1,
1921, such property may be included at its fair market value at the
time it was paid in; however, in case such property was so acquired
after December 31, 1920, it must be included at a value which, had
the transfer not been made, would be the transferor's basis as determined
under section II3 (a) (8) (B) of the Internal Revenue Code.164
Even though the earnings of a corporation may be due in part to
appreciation in the value of property, the present act, like the World
War acts, excludes appreciation from the computation of invested
capital.165 However, it is arguable that since appreciation in property,
as much as the property itself, gives rise to profits, it should be included
in the value of the invested capital in determining the credit.166 The
only factors warranting its exclusion would appear to be the administrative difficulties in determining the appreciated value of the property and preventing corporations from including such property at an
inflated value. However, where the property has been sold at a profit
which is taxable as income under the income tax law, the appreciation
dismissed sub nom. Lucas v. Beech Creek Coal Co., (C. C. A. 7th, 1927) 22 F.
(2d) 1014. The act and regulations are silent on the amount permitted as invested
capital with respect to stock issued in settlement of an obligation on notes, bonds, or
open account, or for services, or in payment of an expense. Under the earlier laws,
stock issued in payment of services or for an expense was allowed as invested capital
to the extent that they were a proper charge to earnings. 0. D. 248, 1 CuM. BuLL.
283 (1919); Federal Plate Glass Co., 6 B. T. A. 351 (1927).
164
Excess Profits Tax Act of 1940, § 718(a)(2), Treas. Reg. 109, § 30.718-1.
This basis is the same that the property would have in the hands of the transferor,
increased in the amount of gain or decreased in the amount of loss recognized to the
transferor upon the transfer. This is a substituted basis provided for in § II 3 (b )( 2)
of the Internal Revenue Code, which provides for adjustments for depreciation, etc.,
for the period before the property was paid in.
165 Under the World War acts, invested capital could not be based upon an
appraisal showing the value as of any date subsequent to the date of acquisition. See
Treas. Reg. 41, art. 42 (1918); Treas. Reg. 45, art. 831 (1920); Treas. Reg. 62,
art. 831 (1922). If a corporation had marked up the value of any of its assets, the
amounts by which the original book values had been so increased had to be deducted.
This doctrine was established by the case of La Belle Iron Works v. United States,
256 U. S. 377, 41 S. Ct. 528 (1921), decided under the act of 1917. In that case
the Court pointed out that the purpose of Congress in using cost basis was to guard
against inflated values. The Court there said, "But if such capital were to be computed according to appreciated market values based upon the estimates of interested
parties (on whose returns perforce the Government must in great part rely), exaggerations would be at a premium, corrections difficult, and the tax easily evaded." Id., 256
U.S. at 387.
166 This refusal to include appreciation has been criticized. See Adams, "Should
the Excess Profits Tax be Repealed?" 35 Q. J. EcoN. 363 at 378 (1921).
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may be reflected in invested capital through an increase in accumulated
earnings. As has been suggested,167 where property has appreciated
in value, a corporation may realize on this by transferring the property
to another corporation for its stock, so long as the transfer is not a taxfree exchange under the income tax laws.168 The transferee corporation
will acquire an invested capital credit equal to the value of the stock
issued for the property, and the transferor will realize taxable gain on
the difference between the cost to it of the property so transferred and
the value of the stock received in exchange. This gain would become a
part of the accumulated earnings and profits for the subsequent years. 169
As pointed out earlier, the act allows the inclusion of accumulated
earnings and profits as of the beginning of the taxable year in det'ermining invested capital.110 The term "accumulated earnings and
profits" is not defined in the act or in other parts of the Internal Revenue Code; however, the regulations make it clear that in general the
concept of accumulated earnings and profits for the purpose of the
excess profits tax is the same as it is for purposes of the income tax. 111
Accumulated earnings and profits as of the beginning of the taxable
year must be reduced by the amount of the excess profits taxes and
income taxes of the preceding taxable year. 112 A deficit in the accumuSee 50 YALE L. J. 250 at 292 (1940).
For tax-free exchanges generally, see Internal Revenue Code, 53 Stat. L. 37,
26 U. S. C. (Supp. 1939), § 112. If the transfer is a tax-free exchange, the transferor's basis carried through to the transferee. Id., §§ 113(a)(6), (7), (8).
169
The World War acts generally had provisions to the effect that in the case
of reorganization, consolidation or change of ownership of the business after March
3, 1917, if an interest or control of 50% or more remained in the same persons, then
assets transferred or received from the previous owner would not be allowed a greater
value than would be allowed the previous owner if there had been no transfer. 40 Stat.
L. 302, § 208 (1917); 40 Stat. L. 1088, § 331 (1919); 42 Stat. L. 271, § 331
(1921). It is thus apparent that, as under the present income tax provisions relating
to tax-free exchanges their applicability is largely restricted to transfers where there is
at least So% control, the possibility for the realization on appreciation by the type of
transaction above described is greater under the present act. See definitions of "reorganization" and "control" in Internal Revenue Code, § 112(g), 112(h), 53 Stat. L. 40
(1939), 26 U.S. C. (Supp. 1939), § 112(g), (h).
170
Excess Profits Tax Act of 1940, § 718(a)(4).
111
Treas. Reg. 109, § 30.718-2.
172
Id. This is required only if the corporation keeps its books and makes its
returns on an accrual basis. The regulations for the acts of 1918 and 1921 provided
that the amounts payable on account of income and excess profits taxes for the preceding year might be included in computing the surplus and undivided profits for
the following year for the proportionate part of the year represented by the period
of time between the close of the taxable year and the date or dates upon which such
taxes became due and payable. Treas. Reg. 45, art. 845 (1920), and Treas. Reg.
62, art. 845 (1922). Under the present British act, the excess profits tax is deemed to
be due on the first day after the end of the taxable accounting period in respect to
167
168
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lated earnings and profits at the beginning of the year will not work to
the disadvantage of the taxpayer, for the invested capital need not be
reduced, but the accumulated earnings and profits may be taken as
zero. However, subsequent earnings and profits must be applied against
the deficit. 178
The earnings and profits of the taxable year are not included in
the invested capital for that year.174 Though current earnings may
play a part in giving rise to still more earnings and profits and in effect
increase the income which will be subject to tax, still to allow their
inclusion would tend to defeat the very purpose of the tax. Their inclusion would increase the invested capital and in turn the credit, with
the all too obvious tendency of eliminating from tax the very profits
which it seeks to reach. The regulations have also closed the door to
corporations which might seek to accomplish the same result by declaring dividends out of current earnings and profits with the tacit understanding that they be paid back into the corporation to augment its
invested capital. To prevent this practice, the regulations provide that
where dividends are declared out of current earnings and profits, and
are paid back in by the stockholders, they may not be included in
invested capital unless it is shown by evidence satisfactory to the commissioner that they were paid in good faith and without any understanding that they were to be repaid.11G
Dividends may or may not affect invested capital. As current earnings and profits are not included in invested capital, no reduction need
be made when they are distributed. However, the statute regards
dividends payable during the first sixty days of the taxable year as coming out of the accumulated earnings and profits of the beginning of the
year, to the extent that they are sufficient, rather than out of the current
earnings of the taxable year.116 This being so, dividends payable during
which the tax is assessable. Thus the amount of the tax is deducted, as it is in the
American act, from the invested capital for the following year.
178
Treas. Reg. 109, § 30.718-2. This provision would seem to be objectionable;
for a corporation which may have an impaired capital is allowed to compute its credit
as though its invested capital were in fact unimpaired, and thus the act tends away
from the use of a "current capital" concept which it is submitted should be the basis
for computing credit based on invested capital. The assets actually at work during the
accounting period should be the criterion of the credit. See Shoup, "The Taxation of
Excess Profits;' 55 PoL. Sci. Q. 535 at 553 et seq. (1940).
lHTreas. Reg. 109, § 30.718-2{b). The acts of 1918 and 1921 had similar
provisions. 40 Stat. L. 1088, § 326 (1919); 42 Stat. L. 271, § 326 (1921). The
act of 1917, however, allowed individuals to include profits earned during the taxable
year. See Treas, Reg. 41, art. 69 (1918). The present British act allows the inclusion of current earnings, and treats them as though they had accrued at an even rate
throughout the taxable period. 2-3 Geo. 6, c. 109, 7th schedule, Part II, § 4 (1939).
m Treas. Reg. 109, § 30.718-2{b).
176
Excess Profits Tax Act of 1940, § 718{c) (2). This rule applies only to divi-
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the first sixty days of the taxable year in effect reduce the amount of
invested capital of the corporation; thus the statute will have the effect
of discouraging the payment of dividends before the sixty-day period
has expired, as it is to the advantage of the corporation to keep its
invested capital figure as high as possible for purposes of computing the
credit. 111 The invested capital is also reduced by dividends paid during
prior years which were not paid out of accumulated earnings and
profits, as well as by dividends paid after the first sixty days of the
taxable year which are not paid out of current earnings and profits.178
Stock dividends to the extent that they represent a distribution of
earnings and profits other than current earnings and profits constitute
an item of invested capital.179 The purpose of this provision is to 9ffset
the corresponding reduction of the earnings and profits account when
stock dividends are paid. The net effect of the adjustment provided
for by the act in this respect is to let stock dividends have no effect on
invested capital whatsoever. In drafting the act it was recognized that
certain stock dividends are taxable, and also that under section IIS(h)
of the income tax act earnings and profits are reduced when taxable
stock dividends are declared. Thus stock dividends which are taxable
in the hands of the shareholder under the income tax act are deemed
to be a distribution of earnings and profits and are included in the invested capital as a reinvestment in the corporation. Stock dividends
which are not taxable under the income tax act are not deemed to be
a distribution of earnings and profits, and no adjustment is made for
them, since their distribution in no way reduced the earnings and
dends in any taxable year after December 3 1, 1940. In the application of the rule
the dividends are considered in the order of time in which they are paid. For example,
if a corporation on a calendar year basis has accumulated earnings and profits of
$roo,ooo on January 1, 1941, and makes a distribution of $75,000 on January 15,
1941, and $50,000 on February 15, 1941, the distribution of January 15, 1941,
and $25,000 of the distribution of February 15, 1941, are considered as having been
made on December 31, 1940. A distribution is considered to be made on the date it is
payable, except that where no date is set for its payment, the distribution is considered
to be made on the date it is declared. Treas. Reg. 109, § 30.718-4.
177
This has been the tendency. See BusINESS WEEK (Jan. 25, 1941), pp. 50-51.
178
Excess Profits Tax Act of 1940, § 718(b)(1), (2). As any dividend paid in
previous years out of earnings and profits is automatically reflected in the accumulated
earnings and profits for the subsequent year, no further adjustment for these is necessary. In determining whether dividends ·are paid out of current earnings and profits,
the statute requires that they be computed as of the close of the taxable year and
without diminution by reason of any distribution during the year, or by reason of the
excess profits tax of the current year and without regard to the amount of earnings
and profits at the time the distribution was made. Sec. 718(c) (3) and Treas. Reg.
109, § 30.718-4.
179
Excess Profits Tax Act of 1940, § 718(a) (3). This also includes distributions
in rights to acquire stock.
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profits. 180 Stock dividends paid out of capital have no effect on invested
capital, for in no way has capital been reduced. And as current earnings
and profits are not included in the invested capital for the taxable
year, their reinvestment in the corporation by a declaration of a stock
dividend doe~ not swell the year's invested capital.
b. B arrowed Capital
One of the main problems facing both legislators and economists in
drafting an excess profits tax act has been whether or not the value of
the investment for the purpose of computing excess profits credit based
on invested capital should include only the investment of the shareholders or whether the capital obtained from creditors should be included as well. The approach taken by the World War acts was to
exclude borrowed capital completely and to allow a deduction of interest paid thereon in determining the income to which the tax was
applied. The principal argument advanced appears to be mainly administrative. It is argued that to allow the inclusion of borrowed capital
will tend to increase the credit, and in consequence to reduce the tax
which would be payable if only stockholder's capital were included. It
180
Excess Profits Tax Act of 1940, § 718(c)(1); Treas. Reg. 109, § 30.718-3.
The determination of whether or not stock dividends are paid out of current earnings
is made in the same way as is provided in the case of cash dividends. See note 178,
supra.
The statute and regulations provide a special method of arriving at a figure for
equity invested capital for the beginning of the taxpayer's first excess profits tax year,
where the commissioner determines that the equity invested capital cannot be determined under the regular statutory provisions found in § 718. See Excess Profits
Tax Act of 1940, § 723 and Treas. Reg. 109, § 30.723-1. The statute further provides certain miscellaneous provisions which in certain instances will affect equity invested capital. Thus §§ 718(a) (5) and 718(b) (4) provide for the increase or
decrease in a parent corporation's equity capital where it has liquidated its subsidiary
under Internal Revenue Code, § 112(b)(6), 53 Stat. L. 40 (1939), 26 U.S. C.
(Supp. 1939), § 112(b)(6), relating to tax-free liquidations, and has realized a
nonrecognized gain or loss. Sec. 71 8 (b )(3) provides for a reduction of equity capital
by the amount of earnings and profits of a transferor corporation which under the rule
of Commissioner v. Sansome, (C. C. A. 2d, 1932) 60 F. (2d) 931, cert. denied sub
nom. Sansome v. Burnet, 287 U. S. 667, 53 S. Ct. 291 (1932), would be treated as
earnings and profits of the transferee. It was held in that case that a corporate reorganization which results in no gain or loss does not toll the corporation's life, and that
what were earnings and profits of the original or subsidiary company remain, for purposes
of distribution, earnings and profits of the successor. Congress was concerned lest this
rule, requiring the earnings of an acquired corporation to be merged with the earnings
of the successor corporation, would result in a duplication in computing invested capital.
See H. REP. 3002, 76th Cong., 3d sess. (1940), p. 49. Sec. 718(c) (4) is another provision for eliminating duplication. It is there provided that where a corporation owns
stock in another corporation and the two merge or consolidate by statute or in a similar
way, resulting in the elimination of the pre-existing intercompany stock, then that stock
is not considered and is replaced instead by the assets acquired.
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is pointed out that it n{ight be advantageous for corporations to borrow,
even if the money lay idle, because by such action the taxes saved by
the increase in credit would be more than enough to pay the interest
charges on the money borrowed. The administrative difficulties in
determining whether money has been borrowed merely for the purpose of raising credit and not for business reasons are apparent. On the
other hand, it is argued that all borrowed capital should be included
and that the portion of the company's receipts used to pay interest
thereon should be counted as income. Those who advocate this approach have said that for purposes of a business tax-and an excess
profits tax is just that-the real capital used in producing the taxable
income should be considered in applying the tax. Since impersonality
should be the byword in a tax of this sort, the corporation should be
taxable as a unit, and on such basis no discrimination should be made
between stockholder's and creditor's capital.181
The present act was a compromise in arbitrarily considering onehalf of the borrowed capital in the investment and one-half of the
interest as income. Too, it appears to be a concession to small corporations which, it was contended, have more difficulty in obtaining
equity capital than large corporations and which must rely mainly on
borrowing. 182
Under the act borrowed capital includes outstanding indebtedness
of the corporation which is evidenced by bond, promissory note, bill
of exchange, debenture, certificate of indebtedness, mortgage, or deed
of trust. 183 According to the regulations, in order to be included in
invested capital, the indebtedness incurred must be bona fide and for
business reasons and not for the purpose merely of raising the credit.184
The determination of "bona fide" indebtedness and when it has been
incurred "for business reasons" and not merely to raise the credit appears to be loaded with administrative difficulties, as has been pointed
out above. Likewise administrative problems will no doubt arise in
determining what is borrowed capital and what is equity capital, but
in this respect the rulings under the World War acts should be help181

See Holmes in "Excess Profits Tax-Discussion," 10 AM. EcoN, REV, (No.
1, Supp.) 19 at 23 (1920); Buehler, "The Excess-Profits Tax," 214 ANNALS 86 at
89-90 (1941); TWENTIETH CENTURY FUND, FACING THE TAX PROBLEM 280-281
(1937).
182
Under the original version of the House bill it was proposed to vary the proportion of borrowed capital which might be included according to the size of the corporation. This was eliminated by the Senate amendment. See H. REP, 3002, 76th
Cong., 3d sess. (1940), p. 49. The present British act excludes borrowed capital completely. 2-3 Geo. 6, c. 109, 7th schedule, Part II, § 2(1) (1939).
183
Excess Profits Tax Act of 1940, § 719(a) (1).
184
Treas. Reg. 109, § 30.719-1(2).
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ful. 185 Under the regulations the name given to an outstanding certificate will not be determinative of its status as borrowed or equity
capital, but rather consideration will be given to whether the holder
has proprietary rights or creditor's rights in the corporation in the
light of all the facts. 186
It seems very likely that the present act, in discriminating between
creditor's and proprietor's capital, will have an important effect on the
means employed by corporations to acquire new capital. As the act
makes no discrimination against the full inclusion of capital acquired
by the issuance of preferred stock, it will be advantageous to those
corporations which can to issue preferred stock instead of borrowing,
or to convert their bonds and issue preferred stock.187
As has before been stated, if during the year the corporation held
any assets termed inadmissible by the statute, the average invested
capital must be reduced because of them. 188 Included in "inadmissible
assets" as that term is defined by the statute are stock in corporations,
other than foreign personal holding companies, and certain tax-free
securities described in section 2 2 (b) ( 4) of the income tax act, any part
of the interest from which is allowed as a credit against net income or
need not be included in gross income. Stock held as a capital asset,
however, is admissible.189 The computation for the reduction of the
185
The acts of 19 I 8 and 192 I defined borrowed capital in a similar fashion, and,
as it was excluded entirely from invested capital, problems arose in determining what
was borrowed capital and what was not. It would appear that similar problems will
arise under the present act where only 5oo/o is excluded. 40 Stat. L. 1088, § 325
(1919); 42 Stat. L. 271, § 325 (1921).
186
More important attributes to be considered are whether or not there is a
maturity date, whether the payment of any "interest'' or "dividend" is out of earnings
only or out of capital and earnings, rights to enforce payment and other rights as
compared with those of general creditors. See Treas. Reg. 109, § 30.719-1(2).
187
Supply contracts made before November 7, 1940, with a foreign government
are regarded as borrowed capital to the extent that any advance payments would be
returnable by the corporation if cancellation occurred on the beginning of each day,
and thus to that amount may enter into the computation of the daily invested capital.
However, no such amount is considered as borrowed capital which forms a part of the
corporation's gross income. Excess Profits Tax Act of 1940, § 719(a) (2); Treas.
Reg. 109, § 30.719-1(2).
It should be here noted that if the indebtedness of the corporation is assumed
by another person it ceases to be borrowed capital of the taxpayer corporation, and for
this purpose the assumption of indebtedness includes the receipt of property subject to
indebtedness. Treas. Reg. 109, § 30.719-1(2).
188
Excess Profits Tax Act of 1940, § 715.
189
Excess Profits Tax Act of 1940, § 72o(a)(1). Sec. 72o(a)(1)(A) was
amended in 1941 to include as an admissible asset capital stock held as a capital asset.
Excess Profits Tax Amendments of 1941, § 12. The purpose of this amendment was
to enable dealers in stock to include stock held by them for sale to customers, for they
in reality are no different from any other article held for sale by a dealer. See H. REP.
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average invested capital, if any inadmissible assets were owned by the
corporation during the year, is based on the ratio of the inadmissible
assets to the total assets, both figured daily at their adjusted basis for
calculating loss on a sale or exchange under section I I 3 of the income
tax act. The average invested capital is then reduced by this percentage.190 If during the year any inadmissible asset is sold and the
corporation realizes a short-term capital gain, this gain is taxable for
excess profits tax purposes; therefore, a certain percentage of the
amount attributable to the inadmissible asset so sold becomes admissible.191
Special rules are provided by the act 192 for the computation of the
invested capital of foreign corporations which determine credit on the
146, 77th Cong., 1st sess. (1941), p. 20. All assets other than inadmissible assets are
admissible. Sec. 72o(a)(2).
190 Excess Pro.fits Tax Act of I 940, § 72o(b). It should be pointed out that both
admissible and inadmissible assets for this purpose are taken at their adjusted basis,
whereas for purposes of computing equity capital under § 718, the assets were taken at
their unadjusted basis.
The statute in § 720 ( d) gives the taxpayer the annual option of including
these tax-free securities in its invested capital or not as it chooses. Thus, if in its return
for the taxable year the corporation elects to increase its normal-tax net income for
that r.ear for the purposes of the excess pro.fits tax by including all the interest derived
from these obligations, they will be considered admissible assets for that year. This
option is open only to those corporations which determine credit under the invested
capital method.
The purpose in providing for the exclusion of these inadmissible assets was to
prevent tax avoidance. If there is no distinction between business and nonbusiness assets,
a profitable concern can save taxes by acquiring safe, low-yield investment assets; the
high yield that results from the operation of the business proper can thus be averaged
with the return on the investment assets below the amount allowed by statute, and the
resulting ;iverage may be so low as to reduce or eliminate the amount taxable, or at least
subject it to a lower rate bracket. It would seem then that the option given corporations
to include these inadmissible assets leads to tax avoidance. See Shoup, "Taxation of
Excess Pro.fits," 56 PoL. Sci. Q. 84 at 97 (1941); Hynning, "Excess Pro.fits Tax of
1940-A Critique," 8 UNiv. CHI. L. REv. 441 at 461 (1941). The Revenue Acts
of 1918 and 1921 had similar provisions excluding inadmissible assets; however, under
those acts there was no option for their inclusion, and in fact the regulations specifically
prohibited such a procedure. Treas. Reg. 45 and 62, art. 815. If it is impractical to
determine the amount of admissible and inadmissible assets on a daily basis, as it no
doubt will be, the regulations provide for a substituted basis. Treas. Reg. 109, §
30.720-1. See Seidman, "The New Excess Profits Tax," 18 TAXEs 659 at 700 (1940).
191 The amount which becomes admissible is a percentage of the asset equal to
the ratio which the gain bears to the total year's income from the asset including the
gain. This amount is then added to the admissible assets and 'a corresponding deduction
made in the inadmissibles for purposes of computing the percentage by which the
average invested capital is reduced for inadmissibles. Excess Pro.fits Tax Act of 1940,
§ 720 (c).
192 Excess Profits Tax Act of I 940, § 724.
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invested capital basis,198 and also for corporations which are entitled to
special dispensation under the income tax laws because they derive
a large portion of their income from possessions of the United States.10 '
In such cases the invested capital is that computec! in the regular manner as provided by the act, except that in the computation of daily
invested capital only those assets employed by the corporation in the
United States in carrying on its trade or business and those giving rise
to income which is regarded as income from sources within the United
States are included. 196 Borrowed capital is excluded entirely.196 In computing the ratio for reduction because of inadmissible assets, only these
"United States assets" are included in the computation.197 If the commissioner determines that the "United States assets" of a corporation
cannot be satisfactorily segregated from its other assets, its invested
capital figure for the year is the same percentage of the aggregate
assets of the corporation held on the last day of the year 198 that the net
income for the year derived from sources within the United States is of
its total net income for that year.199
c. Exchanges and Highest Bracket Amount

The statute in Supplement B 200 provides special methods for determining equity invested capital and borrowed capital where a corporation has been a party to certain exchanges. These exchanges, which
will be referred to as split-ups, as defined in the statute, embrace certain statutory mergers and consolidations. The split-ups referred to
occur when at any time after December 31, 1917, the date when taxfree exchanges first came into being, a transferor corporation transfers
its property to a transferee corporation wholly or in part for stock or
securities of the latter, either in a tax-free reorganization or where the
transferor is in control of the transferee. Also a transfer by the transferor corporation to the paid-in surplus of the transferee, or as a contribution to the transferee's capital instead of for stock and securities, is
a split-up.201 The special provisions in Supplement B first of all concern
19

s Excess Profits Tax Act of 1940, § 712(b).

m See 53 Stat. L. 79 (1939), 26 U. S. C. (Supp. 1939), § 251,

These are defined as "United States assets" and are included at their adjusted
basis for determining loss on a sale or exchange. Excess Profits Tax Act of 1940, §
724 (a), (c); Treas. Reg. 109, § 30.724-1(d). As to income from sources within the
United States, see 53 Stat. L. 56 (1939), 26 U. S. C. (Supp. 1939), § II9.
196
Treas, Reg. 109, § 30.724-1(a).
197
Excess Profits Tax Act of 1940, § 724 (a); Treas. Reg: 109, § 30.724(b).
198 These are taken at their adjusted basis.
199
Excess Profits Tax Act of 1940, § 724(b).
200 ExcessProfitsTaxActof1940,§§ 750-752 are referred to by the act as
Supplement B.
201 These split-ups are defined in § 7 5o (a).
195
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the treatment of liabilities assumed, liabilities subject to the property
acquired, and the payment of taxable boot.202 The amount deemed to
have been paid in to the transferee where one of these split-ups has
taken place is the excess of the basis 203 of the property in the hands of
the transferee over (I) any liability assumed or liability to which the
property was subject and ( 2) the boot.204 The effect of these provisions
on equity invested capital of the transferee is that in determining the
amount paid in for stock or paid-in surplus, the liabilities assumed ( or
taken over without being assumed) plus the boot are deducted from the
basis of the property acquired in the split-up.
The statute also makes special provision in Supplement B for
borrowed capital in cases where a split-up has occurred. If on the
split-up the transferee corporation issues bonds or other evidences of
indebtedness, and the same were tax-free to the transferor, they form
no part of the invested capital of the transferee. However, to the
extent that they were issued by the transferee in the assumption of
indebtedness of the transferor, they may be treated as borrowed capital
of the transferee and includible in its invested capital to the extent of
fifty per cent.205
A notable difference between the present act and the World War
acts is found in the provisions in the present act for determining the
highest bracket amount of certain corporations.206 These provisions provide for instances where a corporation to which high excess profits rates
would be applicable seeks to "spread" its income by splitting up and
forming subsidiaries and thus subject the income to lower rates. In the
normal situation the excess profits rates are graduated from twentyfive per cent to fifty per cent as the excess profits income goes from
201
$20,000 to $500,000 and more.
It is at $500,000 that the fifty per
cent tax is imposed, and it is this amount which the statute refers to as
the "highest bracket amount." 208 If a corporation with an excess profits
tax income of $1,000,000 retains its status quo, all the income above
$500,000 will fall into the fifty per cent bracket. Obviously a substantial saving could be made to the corporation by dividing itself into
202
"Boot" is money or any other property which the transferor is not permitted
to receive without the recognition of gain.
203
In all of these split-ups this basis is the transferee's unadjusted basis determined
under 53 Stat. L. 40 (1939), 26 U.S. C. (Supp. 1939), § u3(a), adjusted in the
case of a substituted basis as provided in§ u3(b)(2).
204
Excess Profits Tax Act of 1940, § 751 (a).
205 Id., § 751 (b). For the treatment of assets on reorganization under the World
War acts, see supra, note 169.
206
Excess Profits Tax Act of 1940, §§ 710 (a) (2), 752.
201 Id., § 710.
.
208
Id., § 750 (e). The term "highest bracket amount" means $500,000 or the
highest bracket amount computed under § 752, whichever is smaller.
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two equal parts, for in such case no part of the $500,000 would fall into
the fifty per cent bracket. The second purpose of Supplement B is to
provide against this very mode of tax avoidance. The statute accordingly provides that where one of the split-ups above referred to has
taken place after the beginning of the first excess profits tax period,
the brackets of both corporations involved in the split-up will be
adjusted so as to make the total amount of income subject to the tax
in each bracket the same as it would have been had there been no
split-up. This is accomplished by reducing the highest bracket amount
of the original corporation in the same proportion that the invested
capital of the corporation is reduced as a result of the split-up.20° For
example, if the invested capital of the original corporation is cut in
half, the highest bracket amount and all the other brackets are reduced
by half. 210 Thus the highest bracket instead of being $500,000 is now
$250,000. Too, the transferee corporation will have its brackets correspondingly reduced, its highest bracket amount being equal to the
amount by which the highest bracket amount of the transferor corporation is reduced. 211
It is to be noted that the split-ups here referred to for the purpose
of determining the highest bracket amount are the same split-ups above
referred to for the purpose of ascertaining invested capital where a
split-up had occurred. The split-ups for this purpose, however, differ
in one very important respect-the transferor or its shareholders, or
both, must be in "control" of the transferee immediately after the
split-up. 212 "Control" in these split-ups, for the purpose of determining the highest bracket amount, is defined by the statute to mean ownership of stock possessing at least ninety per cent of the total combined
voting power of all classes of stock entitled to vote and at least ninety
per cent of the total value of shares of all classes of stock of the corporation.213 It is to be noted that the "control" here required is greater
than that required for income tax purposes.214
Where one of these split-ups involving the required control has
taken place at any time after the effective date of the excess profits tax
act, the statute provides for the method of computation of the highest
bracket amounts of both transferor and transferee for the year of the
200 Excess Profits Tax Act of 1940, § 752(b)(2).
210 Id.,§ 71o(a)(2).
211

Id.,§§ 752(c}(2), 71o(a)(2).

212 Id.,§ 7 sz(b)(z), (c}(z).

Id.,§ 75o(d).
53 Stat. L. 40 (1939), 26 U. S. C. (Supp. 1939), § uz(h), defines "control" to mean ownership of stock possessing at least So% of the total combined voting
power of all classes of stock entitled to vote and at least Soo/o of the total number of
shares of all other classes of stock of the corporation.
21a
214
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split-up and the year following. In this computation, the daily invested capital of the transferor for the day of and the day after the
split-up must be determined, for both figures are vital in ascertaining
the brackets. The daily invested capital of the transferor for the day
after the split-up is the daily invested capital determined in the regular
way reduced by the amount that the equity invested capital of the transferee is increased as a result of the split-up.215 After this calculation is
made, the transferor's highest bracket amount for the year following
the split-up is the same proportion of its highest bracket amount immediately preceding the split-up that its daily invested capital for the
day after the split-up is of its daily invested capital for the day of the
split-up.216 The brackets of the transferee are then correspondingly
reduced.211 The highest bracket amount for both transferor and transferee for the year of the split-up is the average bracket amount for that
year, computed by taking the highest bracket amount immediately preceeding the split-up and the highest bracket amount for the year following and averaging them on a daily basis/18
As has been said, all the above reduction of brackets occurs only
where there is a split-up involving the required ninety per cent control.
One authority has pointed out that such a narrow definition of control
would appear to allow a split-up where there is less than ninety per
cent control to accomplish both excess profits tax and income tax savings. A split-up involving eighty-nine per cent control would accomplish excess profits tax savings and still the transfer would be tax-free
within the income tax statute. Too, the reduction of the highest bracket
amount would be avoided were the stockholders to organize a new corporation to take care of part of the business previously handled by the
existing corporation. Such a scheme would not be a split-up within the
statute, and hence the regular excess profits tax brackets would apply
to each corporation.219
The statute also makes provision for adjustment of brackets where
there is a transfer lacking the required ninety per cent control 220 but as
215
Excess Profits Tax Act of 1940, § 752(a); Treas. Reg. 109, § 30.752-2.
This is the daily invested capital of the transferor determined under § 717. This rule,
set forth in § 752(a), is only for the purpose of determining the highest bracket amount
and has nothing to do with determining invested capital credit, which is determined
under the general rule of § 7 l 7. It is to be noted further that for the purposes of
determining the highest bracket amount, as is true where invested capital credit is
being determined, the indebtedness which is borrowed capital of the transferor and
which is assumed by the transferee in the split-up is not treated as borrowed capital of
transferor for any day following the split-up. Treas. Reg. 109, § 30.752-2.
216
Excess Profits Tax Act of 1940, §§ 752(b)(2), 710(a)(2).
211
Id., §§ 752(c) (2), 71o(a) (2).
218
Id., § 752(b)(1), (c)(1).
219
See Seidman, "The Exchange Provisions of the Excess Profits Tax Law," 19
TAXEs 75 at 81 (1941).
220
Excess Profits Tax Act of 1940, § 752(b)(3).
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under it a reduction in brackets will only result where one of the parties
to the split-up has previously had its brackets reduced because of a
prior split-up, its force is largely restricted. U!lder this provision of the
statute, where a split-up occurs after the beginning of the first excess
profits tax taxable year -of the transferor in which there is no ninety
per cent control and if the stockholders of the transferee before the
split-up do not have ninety per cent control of the transferee after the
split-up, a reduction in brackets may result. The highest bracket
amounts of both transferor and transferee before the split-up will be
totaled and the difference between this total and $500,000 becomes
the transferor's highest bracket amount for the year after the split-up.
If this amount proves to be lower than $500,000, the brackets of the
transferor in the year following the split-up will be reduced in the
same proportion that its highest bracket amount prior to the split-up
has been reduced as a result of the split-up. 221 The highest bracket
amount of the transferee for the year following such a split-up is the
sum of the highest bracket amounts of both transferor and transferee
immediately preceeding the split-up, or $500,000, whichever is the
smaller. 222 It is apparent that this provision for lowering of brackets
where there is no ninety per cent control will be effective only in cases
where either the transferor or transferee has been a party to a previous
split-up and has already suffered a reduction of its highest bracket
amount.
Rather than providing for reduction of brackets, the statute provides for their increase in a certain instance. This takes place where
there is a contracting of corporations rather than a split-up. Thus,
where a transferor corporation which has previously split-up during an
excess profits tax year subsequently engages in a tax-free liquidation of
the subsidiary under section r r 2 (b) ( 6), the parent corporation's
brackets for the following year are increased by the amount of the
brackets of the liquidated subsidiary, but in no event may the top
bracket of the parent exceed the highest bracket amount of $500,000.228

C. Adjustments
In the present excess profits tax Congress has taken great pains
to insure the taxing of only the profits derivative from the operation of
the business in the taxable year. That is to say, unusual and nonrecur221
222

Id.,§ 710(a) (2).
Id., § 7 5z ( c)( 3) . The transferee's brackets are then reduced in accordance

with§ 71o(a)(2).
223
Id., § 752(c)(5). Sec. 752(b)(4) and (c)(4) make provision for the adjustment of brackets in a split-up where there is no 90% control and involving two or
more transferors, or one or more transferors and one or more individuals. Sec. 752(d)
provides rules for adjustment of brackets when there are two or more split-ups in
the same year.
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ring items and those which are attributable to remote causes are accounted for by Congress in its attempt to tax those profits attributable
to the taxable year alone.224 To accomplish this end, Congress has provided for a number of adjustments to be made with reference to the
normal-tax net income 225 in order to arrive at the excess profits net
income, from which figure the exemptions and profits credit or invested capital credit are deducted in order to find the taxable profits
for the year. For the computation of the tax credits there have been
provided the two methods discussed above: the profits method 226 and
the invested capital method.227 In addition to these, the base period
years (1936-1939) must be considered in making the adjustments,
for the average net income of such years is used in the profits method
of computation. All three items require certain adjustments to be made
with respect thereto, so that the activities of the taxable year alone will
be reflected. The discussion of these adjustments will apply to all three
items unless otherwise specified. It should be noted, also, that the statute
describes these adjustments with reference to their application for
income tax purposes, since the base figure for the excess profits tax is
the normal-tax net income.
According to the statute, the deduction for taxes is to be increased
by the tax under chapter 1 of the Internal Revenue Code.228 From the
224 The same theory is indicated in the British tax by 3-4 Geo. 6, c. 29, § 3 3 ( 2)
940), which provides that where in respect to any accounting period there is any
expenditure, to be deducted in computing profits, which is not in the opinion of the
commissioners reasonably attributable to that period, they may order that only such
part of the amount is to be deducted as appears properly attributable to that period.
Their decision is appealable to the Board of Referees. See BAYLEY and TAYLOR, THE
ExcEss PROFITS TAX, 2d ed., 69 et seq. (1940), for the computation of profits under
the British excess profits act.
225 The normal-tax net income is defined by the Internal Revenue Code, § l 3
(a) (2), 53 Stat. L. 7 (1939), as amended by 53 Stat. L. 863 (1939), 26 U. S. C.
(Supp. 1939), § 13(a)(2), note, as the "adjusted net income" minus the credit, allowed in § 26(b), of 85% of the dividends received from domestic corporations subject to taxation under chapter I of the Internal Revenue Code, but not in excess
of 85% of the "adjusted net income." The "adjusted net income" equals the net
income minus the credit allowed by § 26(a) for interest received on obligations of
the United States and government corporations. Treas. Reg. IIO, § 33.31 (a) (8),
(9), (10) and (u), define normal-tax net income and adjusted net income for
purposes of consolidated returns, which are permissible under § 730 of the Excess
Profits Tax Act of l 940 for a group of affiliated corporations.
228 Seetextsupra,p. 1363 etseq.
227 See text supra, p. I 3 76 et seq.
228
53 Stat. L. 4-103, §§ 1-373 (1939), 26 U. S. C. (Supp. 1939), §§ 1-373.
In the present Canadian statute the deduction of the income tax is figured at the proportion of the income tax for the same taxable period as the excess profits t_:tXable at
the 75% rate bear to the total profits. Can. Stat. (1940), 4 Geo. 6, c. 32, § 6. In
explanation, it might be said that the Canadian tax is imposed at the rate of 12 % on
281 Long-term capital gains and losses are defined in chapter. 1· with respect to the
rate of 75% on the "excess profits."
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literal language of the statute it appears that both the regular income
tax and the ten per cent defense tax added thereon 229 are deductible.
Since the statute expressly excepts from this deduction the surtax upon
improper accumulations of surplus,230 it might be argued that the portion of the defense tax imposed in chapter I which is attributable to the
surtax on improperly accumulated surplus is not a deductible item.
This would seem logical and accurate, but the statute compels the other
conclusion.
The next adjustment is the exclusion of long-term capital gains
and losses. 231 The excess of gains from the sale or exchange of depreciable property held more than eighteen months over the losses from
the sale or exchange of similar property is to be excluded. In the case
of nondepreciable property held more than eighteen months, both
gains and losses are to be excluded. The di:fference of treatment as to
depreciable and nondepreciable property in this instance allows the
excess of losses from the sale or exchange of depreciable property in
this category to be deducted from ordinary income.232 This provision is
consonant with the policy of the normal income tax with respect to longterm capital gains and losses, in that sales or exchanges of lands and
similar long-held property would be retarded, were the resulting
profits from such transactions earned over a series of years taxed in the
year of realization, so that the prohibitive surtaxes would be applicable.
Consequently, a source of revenue to the government would be cut
o:ff.288 A conceivable result of this adjustment will be the retention of
property by the taxpayer for longer than eighteen months so that the
expected profit upon the subsequent sale thereof will be deducted from
the normal-tax net income, thus decreasing the excess profits net income
from which further deductions are to be made. On the other hand, if
the taxpayer expects to sustain a loss on the eventual sale of such
54 Stat. L. 520 (1940), 26 U.S. C. A. (Supp. 1940), § 15.
53 Stat. L. 35 (1939), 26 U. S. C. (Supp. 1939), § 102.
281 Long-term capital gains and losses are defined in Chapter 1 with respect to the
sale or exchange of property held for more than 18 months. 53 Stat. L. 51 (1939),
26 U. S. C. (Supp. 1939), § II7 (a) (4) and (5). By Treas. Reg. II0, § 33.31
(a) (3) and (4), the net long-term capital gain (or loss) in consolidated returns is
the excess of the sum of the long-term capital gains (or losses) of the several affiliated
companies over the long-term capital losses (or gains) of such corporations. According to § 33.31 (b) (2) (ii), capital gains and losses from intercompany transactions
are to be disregarded. See also § 33.31 (b) (2) (vii) (E), by which it is provided
that the adjustment for long-term capital gains and losses in the base period years
equals the amount bearing the same ratio to the excess of the aggregate of capital gains
on sales of depreciable property over the losses of the several affiliated companies on
such sales as the excess of gains over losses of a particular corporation bears to the sum
of such excesses of the several members of the group having such an excess.
282
Hoffman, "The Second Revenue Act of 1940," 18 TAXES 725 at 726 (1940);
H. REP. 3002, 76th Cong., 3d sess. (1940), p. 44.
288
2 PAUL and MERTENS, FEDERAL INCOME TAXATION 499 (1934).
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property, it will be to its advantage to sell such property at a loss at
.once, rather than to have the expected loss increase the net income
figure as a long-term loss.
A third adjustment which is common to the three items listed above
is the exclusion of the income derived from the retirement or discharge
by the taxpayer of any bond, debenture, note, or other evidence of
indebtedness,234 if the obligation has been outstanding for more than
eighteen months. If the bond or other documented obligation was
issued at a premium, the only part of the premium to be excluded is
the amount unamortized at the time of the retirement or discharge of
the debt.235 The reason advanced above for the exclusion of long-term
capital gains and losses, i.e., that the sale or exchange of long-term
assets should be promoted, could easily be transformed so as to apply
to the retirement of bonds and other obligations with its possible consequent benefit to the financial structure of the taxpayer.
In respect to the adjustments for the base period, the foregoing
item is accompanied by a disallowance of the deductions allowable for
expenses incurred in connection with the retirement of the debt, for
losses resulting from such retirement, and, in case the issuance was at a
discount, for the discount attributable to the base year solely because of
such retirement.
In the computation of the normal-tax net income, which is the base
figure on which the adjustments are made, chapter r of the Internal
Revenue Code provides for a credit of eighty-five per cent of the dividends received on securities held by the corporation. The remaining
fifteen per cent is allowed in section 7r r,236 wherein it is stated that the
credit for dividends received shall apply "without limitation." Under
the invested capital method the dividends received from both foreign
and domestic corporations are credited,237 but under the income method
only the credit for dividends from domestic corporations applies. The
reason is that the foreign corporations, unlike the domestic corporations,
are not taxed on their income from which the dividends are distributed.
The concept of invested capital, furthermore, is not affected by the
taxability of income in this respect.
There are two adjustments which are common to the income and
284
Treas. Reg. 109, § 30.7II (a)-2: "Other evidence of indebtedness" does not
include open account book entries.
235
The amount amortized for that portion of the taxable year which precedes the
retirement or discharge, however, is still income and is not to be excluded.
286
Excess Profits Tax Act of 1940, § 7II(a)(2)(A).
237
As for the invested capital method, § 12 (b) of the Excess Profits Tax Amendments of 1941 adds that the credit is not to be allowed for dividends on stock which
is not a capital asset of the taxpayer. Treas. Reg. IIO, § 33.31 (b) (2) (i): Dividends
received from other members of the affiliated group are to be disregarded with respect
to consolidated returns.
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invested capital methods but not to the base period method. The first
one is the exclusion of any income attributable to the recovery of bad
debts which were allowable as deductions from gross' income ( for income tax purposes) prior to 1940.238 Note that the statute reads "allowable," not "allowed," so that it would appear to be immaterial whether
or not the deduction really was allowed in the prior years. Recoveries
of such debts are income, to be sure, but income attributable to items
which were allowed in previous years. The present exclusion serves to
balance the deductions made formerly when the excess profits tax was
not in force.
The second such adjustment is the allowance of income attributable
to refunds ( with interest) of the tax paid under the Agricultural Adjustment Act, which was held unconstitutional. 239 The unconstitutionality of the act accounts for this nonrecurring adjustment. It is similar
in nature to the exclusion, with respect to the base period average net
income, of part of the deduction for the repayment of the processing
tax to customers of the corporation under the AAA in the computation
of the net income for the base years. By the involved formula of the
statute, the deduction is decreased "by an amount which bears the same
ratio to the amount deductible on account of any repayment or credit
by the corporation to its vendee of any amount attributable to any tax"
under the AAA, "as the excess of the aggregate of the amounts so
deductible in the base period over the aggregate of the amounts attributable to taxes under such Act collected from its vendees which
were includible in the corporation's gross income in the base period
and which were not paid, bears to the aggregate of the amounts so
deductible in the base period." 240 One writer interpreted this provision
in the following manner: 241
"If $20 were collected from customers for AAA taxes and
includible in the corporation's gross income, and $ 1 5 were repaid,
leaving $5 not repaid, the adjustment is not the full $15 repayment. Instead, it is a fraction, the numerator of which is $ 15 minus
$5, or $ 1 o, and the denominator $ 15. In other words, two-thirds
of $IS, or $IO, is the amount that would •.. be added to income."
Consonant with the inclusion of fifty per cent of the borrowed
288

This adjustment, however, does not apply to taxpayers which use the reserve
method of treating bad debts. Treas. Reg. 109, § 30.7n (a)-2. In Treas. Reg. no,
§ 33.40 (a), it is provided that bad debts owing from other members of the group
are not to be considered in preparing consolidated returns.
239
United States v. Butler, 297 U.S. 1, 56 S. Ct. 312 (1936).
240
Excess Profits Tax Act of 1940, § 7 II (b )( 1)(F). See Treas. Reg. II o, §
33.31 (b) (2) (vii) (F), where this adjustment is to be computed for consolidated
returns without regard to repayment to another member of the afliliated group.
241
Seidman, "The New Excess Profits Tax," 18 TAXES 659 at 703 (1940).

MICHIGAN LAW REVIEW

[ Vol. 39

capital in the invested capital item,242 the deduction from the normaltax net income for interest upon the borrowed capital is reduced by
:fifty per cent. This adjustment applies only to the invested capital
method. 248 As one writer has observed/" this particular adjustment
can be evaded so that the current income for the taxable year might not
be increased by such adjustment. That is to say, if the interest payment
on a debt discharged in 1939 is made in 1940, and therefore such interest is not added to the current ( l 940) income because the debt on
which it accrued was not a part of the invested capital of the taxable
year (1940), it would be advantageous for the corporation to delay
the payment of the interest until the taxable year after the debt is
discharged.
Another adjustment applicable solely to the invested capital method
is that pertaining to the interest on certain governmental obligations.
If the taxpayer elects to treat tax-free governmental bonds and obligations as "admissible" assets in its invested capital item, as is permitted
by section 720 (d), the normal-tax net income may be increased by
the. amount of interest thereon which, for income tax purposes, is excludible from gross income or allowable as a credit against net income.
Peculiar to the base period is the elimination of the allowance for
losses arising from such casualties as fire, storms, theft, loss of useful
value of property, and the like. Thus the normal-tax net income is
increased by a corresponding amount. It should be remembered that an
increase of the net income for the base years is to the taxpayer's advantage, since the higher base period net income results in a greater exemption from the excess profits net income under the income method of
computing the tax.
By the recent amendment of March 7, 1941, other adjustments
for the base years were modified in order to reflect more accurately
the normal picture of business. For one, deductions for the payment
( with interest) of any claim, award, judgment or decree against the
taxpayer are eliminated if they are abnormal. But if normal, then only
the excess over one hundred twenty-five per cent of the average amount
of such deductions in the four previous taxable years are to be disallowed. It is a guess that the extra twenty-five per cent represents a
cushion for the possibility of error in the determination of the abnormality of such payments. The same formula is prescribed for deductions attributable to intangible drilling and development costs paid
or incurred for drilling or developing oil or gas wells or mines. The
amendment adds two more paragraphs to section 7 l l (b) ( l), and in
See Excess Profits Tax Act of 1940, § 7 l 9 (b). See text, supra, pp. 13 85 et seq.
For consolidated returns the borrowed capital item will not include outstanding debts owing to another member of the affiliated group. Treas. Reg. I 10, § 33.3 I
(b) (2) (iv) (B).
244 Seidman, "The New Excess Profits Tax," 18 TAXES 659 at 703 (1940).
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one renders this formula applicable to the other paragraphs of the
section. In the other, the formula is amended for certain cases-for
example, where the corporation has not been in existence during any oi:
all of the four previous taxable years.245 The net result of this formula
is to exclude abnormal deductions from the adjustment picture.2 46
Certain of these adjustments cannot be explained and justified with
ease, yet in a broad sense it is evident that the excess profits tax is intended to be a clear reflection of the current taxable year-that is,
"clear" in relation to the complex formula prescribed for the attainment of such a reflection. The conclusion to be drawn'from a comparison of this and previous statutes 247 is that the more complicated and
confusing, the more attentive to detail a tax statute is, the nearer will
it approach equitable treatment for all the taxpayers. 248 As was noted
in a report of the Committee on Ways and Means to the House,2 40
"The adjustment of income to take care of these unusual and nonrecurring items makes for equity and the removal of hardships which
would otherwise occur."

D. Abnormalities in Income
Since the act aims at the taxation of strictly current excess profits,
it must recognize the inevitability of certain things wholly extraneous
to the concept of the current period. In former acts the effect of extraordinary items was alleviated by resort to a comparison of representative businesses.250 One of the methods invoked in the r940 act to provide for these hardships is embodied in section 721,261 which deals
245
Special provision also is made in § 7II (b) (2) of the Excess Profits Tax
of 1940 for capital gains and losses and worthless securities respecting the base period.
246
Abnormal deductions are to be distinguished from the classes of abnormal
income discussed infra, subsection D.
2
u In the Revenue Act of 1917, 40 Stat. L. 305, § 206 (1917), and the War
Revenue Act of 1918, 40 Stat. L. 1091, § 320 (1919), dividends were specified
particularly as deductible items. In the 1917 act, credits for income tax purposes
for partnerships and individuals were to be deducted from the excess profits
net income. The Revenue Act of 1921, 42 Stat. L. 273, § 320 (1921), referred one to the provisions pertinent to the income tax for the purpose of determining
the excess profits net income. Thus any adjustments made with respect to the income
· tax were included for the excess profits tax, and this fact was apparent in the 1917 and
1918 acts. The present-day act represents the initial attempt of Congress at detailed
definition of taxable income (profits).
248
Of course, the merit of this statement is open to question. For one thing, will
the added cost of taxation which accompanies such detail warrant the particularity of
treatment in the statute?
249
H. REP. 2894, 76th Cong., 3d sess. (1940), p. 8.
250
40 Stat. L. 304, § 205 (a) (1917); 40 Stat. L. 1093, § 328 (a) (1919);
42 Stat. L. 275, § 328 (a) (1921). See note 72, supra.
2
n Revised and extended by§ 5 of the Excess Profits Tax Amendments of 1941.
Hereinafter § 721 shall be referred to as set out in § 5 of the amending act.
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with "abnormalities in income" arising during the taxable period.252
Related to the adjustments prescribed in section 7rr are the provisions treating these "abnormalities in income." 253 The relationship
between the two is evident in the singleness of purpose indicated
therein. As the adjustments tend to eliminate unusual, nonrecurring
items from the picture of the taxable year, so does section 721 attempt
to formulate a true picture of the year by distributing abnormal incomes among the several years to which they actually can be attributed. 25 -1
The abnormalities fall into six specific classes: (a) income springing from a claim, award, judgment or decree ( with interest) ; 255 (b)
income constituting an amount payable under a contract which took
more than twelve months to perform; ( c) income resultant from
exploration, discovery, prospecting, research or development of tangible property or patents and the like, extending over more than twelve
months; ( d) income includible in the gross income of the taxable year
instead of another year because of a change in the taxpayer's accounting
period or methods; ( e) in the case of a lessor of realty, income included in the gross income of the taxable year by virtue of the termination of the lease; and (f) income consisting of dividends from foreign
corporations except foreign personal holding companies. Income classifiable under more than one category is to be classified under one in
accordance with the irrevocable election of the taxpayer, and income
not classifiable under any of the types specified is subject to regulations to be prescribed by the commissioner with the approval of the
Secretary of the Treasury.
To substantiate a claim of specific abnormality, the taxpayer first
must show that it normally does not receive such class of income, or, if
it does, that it no~mally receives such income in a much' lesser amount.
In the latter case abnormal income includes such income in excess of
one hundred twenty-five per cent of the average amount of the gross
income of the same class derived in the four previous taxable years. 256
252
See Treas. Reg. I 10, § 33.3o(a) for the application of § 721 with reference
to consolidated returns.
253 The abnormalities arising in the base period years are discussed in the text
supra, p. 1370 et seq.
2
5¼ S. REP. 75, 77th Cong., 1st sess. (1941), p. 3.
255
See S. HEARINGS oN H. R. 10413 (Second Revenue Act of 1940), 76th Cong.,
3d sess. (1940), p. 223 (Committee on Finance) for the case of a company which
was expecting a refund of $600,000 for an overpayment of taxes in previous years.
The hardship, for excess profits tax purposes, occasioned by such a refund is quite
apparent. See also Jo1NT HEARINGS ON ExcEss PROFITS TAXATION, 76th Cong., 3d
sess. (1940), pp. 330-336, for other illustrative cases.
256 If the taxpayer was not in existence for those four years, then its average is
figured on the basis of the taxable years during which it was in existence.
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The allocable abnormal income is the amount reached by reducing the
abnormal income by one hundred twenty-five per cent of the average
amount of the income of the same class ( as computed in the four or
less test years) and by a proportionate part of the direct costs or expenses attributable thereto.
·
Once the net abnormal income is found, such income is allocated to
the taxable years to which it is attributable, both past and future taxable years included. The tax for the present chargeable year is limited
to the sum of the tax computed with the inclusion of the abnormal
income attributable to such year and of the aggregate of the increase
in the tax for each previous chargeable year, to which such income was
allocated, computed as if such income were included in the gross income for such year. In other words, the total tax payable for the current
year is the tax computed with reference to section 72 r plus the increase
of the excess profits taxes in the previous years to which the abnormal
income was allocated. 257 That portion of the abnormal income allocated
to future years is shelved until such years arrive in time.258
Allocation to previous years permits a note of uncertainty and
chance to creep into the taxpayer's election to reckon its tax on the
income or the invested capital method. Suppose for the year r 940 the
taxpayer elects to compute its tax on the invested capital method. In
r944, an abnormality in income occurs and a portion thereof is allocated
to the year r940. It is conceivable that this allocation might render
preferable the income method of computation in r 940, but unfortunately the normal excess profits tax for r940 becomes past history in
r 944. In light of such a possibility the value of the election is somewhat lessened; however, it seems that the possibility and its effect is
not of appreciable consequence.
Another question which may arise in one's mind is the definition
of "abnormal." It is safe to say that a great number of cases will revolve around the determination of what comprises abnormal income.
Nonetheless, the term is a flexible one, and relief provisions cannot be
very helpful if they are couched in other than flexible language.259
The disallowance of a claim for refund relating to these abnormalities 260 may be reviewed by the Board of Tax Appeals upon a petition
for a redetermination of the excess profits tax liability; in so far as the
257
Treas. Reg. 109, § 30.721-2, indicates that the lesser tax (as between that
computed with the total abnormal income item included and that computed with
reference to § 721) is payable.
258
The formula for the computation of the tax for such future years is prescribed in § 721 (d).
259
Cf. S. REP. 75, 77th Cong., 1st sess. (1941), P.· 2.
280
Specifically, relating to the application of §§ 7n (b) (1) (H), (I), (J) or
(K), 721 and 722, as amended by the Excess Profits Tax Amendments of 1941.
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redetermination involves a question pertinent to the sections treating
these abnormalities,261 the solution of such questions is not reviewable
or redeterminable by any court or agency except the board.262 This latter
provision is in agreement with certain decisions of the United States
Supreme Court 268 which indicate that the exercise of the commissioner's
discretionary powers and the review thereof by the board are administrative in character, therefore not reviewable in the federal courts in
the absence of fraud or other gross irregularities.
A careful analysis, however, must be made to determine whether
or not the question arises solely by reason of the abnormality provisions.
For example, the issue of allocation of the abnormal income is strictly
within the provisions, while the issue of the amount of income derived
from, say, the development of a patent over a period longer than
twelve months is not one arising solely under section 72r. In such case
the determination of the Board of Tax Appeals is not final.264 The test
of the finality of the board's determination is whether the question
arises "solely by reason of" the provisions relating to abnormalities.26 ~
Upon examining the provisions of sections 7rr and 72r, one cannot ignore the most apparent feature thereof, the complicated attempt
to evolve a fairly accurate picture of the current taxable year or the
base years to the exclusion of all unusual and extraordinary items.
These sections accentuate the year-to-year basis of this act, as contrasted with the theory of the British excess profits duty to tax the
excess profits as of the whole abnormal period covered by the act.

E. Rate of Tax
So far, the excess profits net income and the excess profits credit
are computed. The next step is to figure the "adjusted excess profits net
income" to which the rate of the tax is applied. The adjusted excess
profits net income is found by adding: (a) a specific exemption of
$5,000, (b) the excess profits credit (already computed in accordance
with section 7r2) and (c) the excess profits credit carry-over.266 The
excess profits credit carry-over, as provided in section 2 of the amend261

Specified in the sections cited supra in note 260.
Provision for review by the board is made in § 732, which was supplied by
§ 9 of the amending act of 1941.
.
268
Williamsport Wire Rope Co. v. United States, 277 U. S. 551, 48 S. Ct. 587
(1928); Heiner v. Diamond Alkali Co., 288 U. S. 502, 53 S. Ct. 413 (1933);
Welch v. Obispo Oil Co., 301 U. S. 190, 57 S. Ct. 684 (1937). See also New Jersey
Worsted Mills v. Gnichtel, (D. C. N. J. 1940) 31 F. Supp. 908.
264
S. REP. 75, 77th Cong., 1st sess. (1941), p. 15.
265
Sec. 732' (c), as introduced in Excess Profits Tax Amendments of 1941, § 9.
266
Excess Profits Tax Act of 1940, § 710 (b), as amended by Excess Profits Tax
Amendments of 1941, § 2.
262
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ing statute, is an elaboration of the original act.261 By such amendment
the carry-over is declared in section 710 to be the sum of the following: (a) the amount by which the excess profits credit of the first
preceding taxable year exceeds the excess profits net income for such
year ( termed the "unused excess profits credit"), and (b) "the unused excess profits credit for the second preceding taxable year reduced
by the amount, if any, by which the excess profits net income for the
first preceding taxable year exceeds the sum" of the excess profits credit
for such year and the unused excess profits credit for the third preceding taxable year.268
This allowance for the unused excess profits credit is new in the
American system of excess profits taxation. It is the nearest approach
that the American system has made to the equalization process of the
British system,269 yet it falls far short of the purpose sought to be realized in Great Britain. There, both excesses and deficiencies in the excess profits credit for any one year over and under the excess profits
net income are taken into account so as to distribute the tax burden over
the whole abnormal period during which the tax is in effect. Here,
only the excesses for two preceding years are taken into account. The
most that can be said for this carry-over feature of the American act is
that it signifies a step towards the commendable treatment accorded
the taxpayer under the British system. If the excess profits tax, however, is to remain a permanent feature of the taxing system, then more
can be said for the year-to-year approach of the American system since
the year is the most adequate taxing unit yet to be discovered.
With the adjusted excess profits net income computed, the taxpayer then can proceed to pay the tax for the chargeable years beginning after December 31, 1939, at the rates prescribed in section 710
(a). The percentages range from twenty-five per cent on adjusted
excess profits net incomes of less than $20,000 to fifty per cent on that
portion of such incomes exceeding $500,000, the graduations progressing by five per cent intervals.210 Unlike the former American acts,
261 The unamended statute limited the carry-over privilege to taxpayers having
a normal-tax net income for the taxable year of not more than $25,000.
268 Note that "taxable year'' has reference to years beginning after December 31,
1939.
269 See the explanation of the equalization feature, supra, in the text, pp. 1349,
1352.
270 The rate progresses in relation to the following dollar amounts: $20,000,
$50,000, $100,000, $250,000 and $500,000. "A graduated rate scale may be justified because excess profits can never be separated from fair profits with complete
accuracy. Therefore, because of the chance of error, the rate that is levied close to
the dividing line might be made moderate. Otherwise, graduation in the excess profits
tax must depend upon a distinction between two excess profit dollars, both clearly
excess but one representing a higher percentage return on capital than the other."
TWENTIETH CENTURY FUND, FACING THE TAX PROBLEM 290 (1937).
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under which the rates were graduated at ratios founded upon a percentage of the invested capital of the taxpayer, the Excess Profits Tax
Act of l 940 imposes a tax at rates which are based upon specific dollar
amounts. 211
The practical effect of this change is to tax one corporation having
a fifty per cent return on its invested capital in the same amount as
another corporation having a ten per cent return on its invested capital,
so long as the absolute amounts of the excess profits of each are the
same.272 Consequently, the net result of this mode of graduation is in
partial disregard of the invested capital. At least, the tax in one aspect
is not based on a true invested capital concept. The pure concept has
been adulterated in this way: the excess profits credit is computed with
respect to invested capital ( setting aside the income method of computation for the moment), but the tax is imposed on the resulting excess profits without regard for either the invested capital or the size
of the taxpayer. Thus a small, efficiently managed corporation reaping
high returns may pay a greater tax than a large corporation reaping
lower returns. Such a result seems to indicate a switch to the abilityto-pay theory of taxation.273 It must not be forgotten, however, that
the size of the corporation is taken into account in computing the excess
'profits credit. So whether the rate is based upon invested capital or
specific dollar amounts, the tax is levied upon those profits which
exceed the amount allowed as a normal return on the invested capital
in the business. How the rate progresses should be immaterial to the
taxpayer once the adjusted excess profits net income has been found.

F. Miscellaneous Provisions
Section l 1 of the Excess Profits Tax Amendments of 1941 adds
section 734 to the Internal Revenue Code. By this section adjustment
is made in case an item figuring in the computation of the excess profits
tax is treated in a manner inconsistent with that accorded such item in
the computation of the "income tax" 274 of the taxpayer or a predecessor for a taxable year beginning prior to January l, l 940.
Before such an adjustment is permitted, four conditions must be
271

Neither the Canadian nor British taxes are imposed at graduated rates. The
former has a rate of I 2 % of the profits before any deductions are made for taxes paid
under the Income War Tax Act, then a flat rate of 75% of the excess profits. Can.
Stat. (1940), 4 Geo. 6, c. 32, 2d schedule. The latter has a, flat rate of 100% of
all excess profits. 3-4 Geo. 6, c. 29, § 26 (1) (1940).
272
See S. REP. 2114, 76th Cong., 3d sess. (1940), pt. 2, p. 7.
278
See Cohn, "Conflicting Theories of Corporate Income Taxation," 7 LAw
& CONTEMP. PROB. 281 (1940).
274
Sec. 734 (a) (2), added by§ II of the Amendments of 1941, defines "income
tax'' more broadly than its usual signification, so as to include normal income, war
profits, excess profits, undistributed surplus and other taxes.
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fulfilled: (I) The inconsistency must, at the date of the determination
of the excess profits tax, be beyond correction under the ordinary procedure applicable to the collection of deficiencies or the refund or credit
of overpayments. That is to say, correction must be precluded by some
rule, such as the operation of the statute of limitations, a decision of the
Board of Tax Appeals, the doctrine of res judicata, etc.275 (2) The inconsistent treatment, if accorded the item in the determination of the
income taxes for the prior taxable years, must effect an increase or a
decrease in such income taxes. (3) The commissioner or the taxpayer
must assert the inconsistency adopted in the determination of the excess
profits tax so that he or it will be affected adversely by the adjustment
under section 734. In other words, if the taxpayer asserts and maintains
a treatment of an item in a manner inconsistent with that adopted in
the determination of its income tax for any prior taxable year, and
such inconsistent treatment would result in an adjustment under section 734 which would decrease its excess profits tax for the present
taxable year, the adjustment will not be allowed, because the taxpayer
is not affected adversely by the adjustment. (4) The consistency or
inconsistency of treatment must be determined with reference to the
treatment accorded the item in question in a taxable year beginning
prior to January I, I 940.
If these four conditions are satisfied, the increase or decrease (plus
interest) is ascertained for each prior taxable year so affected; then
the aggregate decrease and the aggregate increase are balanced, the
resulting figure, the net increase or decrease, being the amount to be
added to or subtracted from, as the case may be, the excess profits tax
for the current taxable year. If the resulting figure is an aggregate net
increase, the excess profits tax in no case shall be less than the amount
of such increase. One thing should be noted: "Inconsistent treatment
within the meaning of the section may relate to the principle or rule of
law applied in determining the taxable status of an item or transaction
or it may relate only to the amount of the item which is to be taken
into account for tax purposes." 276 Moreover, the fact that the inconsistent treatment follows an authoritative judicial interpretation of
the taxing statute, differing from the accepted interpretation thereof
in the prior taxable year, does not affect the applicability of this section.
Within six months after the date prescribed by law for the filing
of an excess profits tax return for the first taxable year, a corporation
may elect to capitalize expenditures for advertising and goodwill promotion made in the base periods which the taxpayer had deducted
275

Compromises, as authorized by § 3761 of the Internal Revenue Code, 53 Stat.
L. 462 (1939), 26 U. S. C. (Supp. 1939), § 3761, are excepted as precluding correction.
276
S. REP. 7 5, 77th Cong., 1st sess. ( l 941), p. 20.

MICHIGAN LAW REVIEW

[ Vol. 39

previously as an expense, provided that such expenditures are in the
nature of a capital investment.211 To attain uniformity of treatment,
Congress has prescribed that a taxpayer which made such an election
must capitalize, for income and excess profits tax purposes, any similar
expenditures arising in subsequent years. The income taxes for the base
period years are to be recomputed as if such expenditures had been
capitalized in those years, and the respective income taxes will be increased, the increase being payable by the corporation. The purpose of
this provision is to prevent hardship to taxpayers who deducted such
items in the previous base period years when the e:ffect of such deduction on their excess profits credit could not be foreseen. 278
For the income tax only railroad corporations may file consolidated returns,279 but for the excess profits tax the privilege is not so
restricted. By section 730 the privilege of filing a consolidated return
in lieu of separate returns is extended to an "affiliated group" of corporations which are connected through stock ownership with a common
parent corporation.280 At least ninety-five per cent of each class of
stock of each member of the group must be owned directly by one or
more of the other members, and the common parent corporation must
own at least ninety-five per cent of each class of stock of at least one of
the member corporations.
Certain types of corporations are excluded from such affiliation:
(a) those exempt from the excess profits tax; (b) foreign corporations,
except that those organized under the law of a "contiguous foreign
277

Provision for such capitalization is made in § 733, as supplied by § 10 of the
amending act of I 941.
278
S. REP. 75, 77th Cong., 1st sess. (1941), p. 16. One other adjustment that
should be noted is that provided by§ 729 (c) and (d): The excess profits tax is to
be credited by the amount of the tax paid or accrued to any foreign country, and
the credit is not to exceed a proportion of the tax payable in the United States based
on the ratio between the taxpayer's total excess profits net income and such income
derived from sources within the foreign country, nor is it to exceed a similar proportion based on the ratio between the entire excess profits net income and such income
derived from sources outside the United States. As for consolidated returns regarding
this credit, see Treas. Reg. no, § 33.43.
279
53 Stat. L. 58, § 141 (1939), as amended by 53 Stat. L. 866, § 210 (b)
(1939), 26 U. S. C. (Supp. 1939), § 141.
280 This privilege is extended on the consent of all the group to all the regulations
prescribed by the commissioner during the taxable year prior to the last day designated
by law for the filing of the consolidated return for such year. The making of such
a return constitutes consent. Treas. Reg. no, § 33.1 (a). In Canada, the provisions
applicable to consolidated returns under the Income War Tax Act are controlling
for consolidated returns for the excess profits tax. Can. Stat. (1940), 4 Geo. 6, c. 32,
§ IO. In England, the matter of consolidated returns is not elective with "interconnected companies." The members of the group are in effect assessed as if all
the businesses of all the companies are owned by the principal company. 2-3 Geo. 6,
c. 109, § 17 (1939), as amended by 3-4 Geo. 6, c. 29, §§ 28 and 29 and the 5th
schedule ( I 940).
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country," all of the stock whereof is owned or controlled by a domestic
corporation, and which are maintained solely to comply with the laws
of such countries, may be treated as a domestic corporation at the controlling corporation's option; ( c) those incorporated under the China
Trade Act; 281. (d) those receiving a large part of their income within
United States possessions; 282 ( e) personal service corporations; and ( f)
insurance companies taxed specially under sections 2or or 207 of the
Internal Revenue Code, except that insurance companies may group
together among themselves so long as the prerequisites of stock ownership enumerated above are satisfied. Corporations of these excludible
types may not joint with includible corporations for the purposes of a
consolidated return.283
One thing significant in the making of a consolidated return is that
only one specific exemption of $5,000 is allowed for the whole group
of corporations. Another pertinent factor is the requirement that consolidated returns be made for subsequent years once the practice is
begun (unless certain enumerated changes occur in the meantime).284
Still another is the fact that the corporations comprising the affiliated
group are severally liable for the tax as computed upon the consolidated
adjusted excess profits net income of the group. 285 Furthermore, because
consolidation increases the total dollar amount of income, and since
the excess profits tax is graduated on the basis of specific dollar amounts,
it is conceivable that consolidation in such a case would result in a
heavier tax than if separate returns were made. In light of these factors, one queries the merit in the use of such returns. 286
The unprecedented expenditures for the present defense program
and the consequent need for greater revenue have driven the Treasury
Department to ask that the excess profits credits be reduced. Undoubtedly, further revision of the act will be forthcoming, both because of
this request and because of the inequities which Congress itself expects
to appear in the first year's returns under the tax.
Charles Victor Beck, Jr.
J amille George J amra

David L. Loeb
28

1.

42 Stat. L. 849 (1922), as amended by 52 Stat. L. 1195 (1938); 15 U. S.

C. (1934), § 141, as amended by 15 U. S. C. (Supp. 1939), § 144.
282 With reference to the benefit resulting under § 2 5 I of the Internal Revenue
Code, 53 Stat. L. 866 (1939), 26 U. S. C. (Supp. 1939), § 252, for income tax
purposes for such income.
288
Treas. Reg. I09, § 30.730-3.
284
Treas. Reg. 110, § 33.11.
285 Id., § 33.15. Special provision is made for member corporations which have
withdrawn from the group or have gone into bankruptcy or receivership.
286
Cf. S. REP. 2114, 76th Cong., 3d sess. (1940), pt. 2, p. 16. As it will be
for most of the provisions in this act, time alone will reveal the merits and demerits
in this tax.

